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IN THE MATTER OF BALTIMORE & OHIO RAILROAD AND 
THE RECONSTRUCTION FINANCE CORPORATION 


FINDINGS 
I. INTRODUCTION 


The administrators of the RFC have had concentrated in their 
hands the greatest financial power held by any group, private or 
public, in American history. It is the responsibility of Congress to 
learn from actual study how this power has been exercised and, if there 
bas been abuse, to legislate to insure against repetition of such abuse. 

Three primary questions present themselves in the first case history 
studied by the committee which was that of RFC’s relationship with 
the Baltimore & Ohio Railroad Co. 

(1) Has RFC been operated in accordance with the intent of 
Congress as shown in the RFC Act? 
(2) Has RFC exposed Government funds to an unnecessary 
risk? 

(3) Has RFC in its dealings with borrowers and others been 
scrupulous to see that these dealings are in accordance with other 
statutes and the highest standards of financial and business 
practice? 

Since RFC’s loan to B. & O. is the largest and oldest of its major 
railroad loans, and making loans to railroads constituted one of 
RFC’s chief functions, the relationship between RFC and B. & O. has 
especial value for study. Fundamental to this study is the problem 
of determining whether RFC helped B. & O. to bring about a “‘ficti- 
tious” or “synthetic”? bankruptcy proceeding for the benefit of former 
RFC officials and other persons in the B. & O. management, and to the 
detriment of RFC’s interest. 

On April 10, 11, 29, 30, and May 5, 6, 22, and 23, the committee 
held hearings for the purpose of determining the answers to the above 
questions insofar as they related to the handling of the B. & O. loan. 
Witnesses from the RFC, the B. & O., and other persons testified, and 
documentary evidence not hitherto revealed was introduced. In 
addition, the committee has included in its record, the entire record 
(with minor exceptions) made before the Interstate Commerce 
Commission and the Special United States District Court for the 
District of Maryland. The latter records are especially significant 
because the B. & O. on July 2, 1945, filed for the second time in 6 years 
a petition under chapter 15 of the Bankruptey Act in which it alleged 
it was unable to meet its debts matured or about to mature, and 
sought to enforce upon its creditors a plan of reorganization. In this 
proceeding as in the 1939 proceeding, about which there is no question, 
the RFC debts were used as the basis for the bankruptcy petitions. 

Three points should be kept in mind in considering the facts set 
forth in these findings: 

(1) None of the crucial evidence presented to this committee 
on the question of the honesty or good faith of the second bank- 
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ruptcy petition was before the Interstate Commerce Commission 
when it made the limited statutory findings required of it in 
aperoreig issuance of the new securities under the second reor- 
ganization plan. 
(2) Important new evidence discovered by this committee was 
not produced in the district court. 

Under our Anglo-American judicial system, the right of at least 
one review of a trial court’s actions is guaranteed a party to a case in 
a Federal court, Chapter 15, however, which was drafted by B. & O.’s 
counsel in 1939, and reenacted in its original form in 1942, omitted 
this fundamental ruaranty, and as a conse quence, even though a peti- 
tion for certiorari was filed in the Supreme Court, it was denied in the 
present case. 

This last point is especially noteworthy since B. & O., which has 
assets of more than $1,000,000,000, is the largest railroad to have 
fallen into bankruptey in the history of the United States. It is also 
the only railroad in the United States to file a second petition in bank- 
ruptcy since 1939, 

There are set out in these findings the essential facts of the RFC- 
B. & O. relationship as developed before the district court in B. & O.’s 
chapter 15 proceeding and supplemented by the new evidence pro- 
duced before this committee. This relationship, after 1939, culmi- 
nated in B. & O.’s second reorganization in 6 years. 

There are also set out analyses of and conc ‘lusions concerning the 
propriety and legality of RFC’s conduct in terms of its own statute 
and chi apter 15 of the Bankruptey Act. These conclusions are, in 
brief 

(1) That RFC in its arrangements with B. & O. has exposed its 
loan to B. & O. to far greater risks than was necessary or warranted 
by B. & O.’s financial condition; 

That RFC’s arrangements with B. & O. violated sections 2 
and 3 of the RFC Act; and 
3) That RFC in its dealings with B. & O. was a party to a 
collusive and irregular proceeding under chapter 15 of the Bank- 
ruptey Act. 


II. SALIENT FEAT 3 OF TESTIMONY BEFORE THE SENATE 
OMMITTEE ON BANKING AND CURRENCY 

Following are the salient features of the case in the matter of the 
$80,000,000 loan by the Reconstruction Finance Corporation to the 
Baltimore & Ohio Railroad as disclosed by sworn testimony and 
documents introduced . evidence before the Senate Committee on 
Banking and Currency of the Senate. 

1. REC had outstan anid in the period 1939-47 loans to 62 railroads 
in a total amount outstanding from 1939 to 1947 of $664 ,000,000. 
Approximately $520.000.000 of the $664.000.000 has been reduced by 
repayments or sales by RFC. Almost 80 percent of the principal of 
all other RFC railroad loans have been repaid. In contrast with 
that, the total Reconstruction Finance C orpor: ation loans to the Balti- 


more & Ohio Railroad of $87,431,678, have been reduced by only 
by less than 7 pereent in the last 8 years. 

2. In the 4 years 1941-44, inclusive, B. & O.’s net profits, after 

taxes, were $117,700,000. This represents the highest net profit 
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earned in any previous 4-year period in the company’s 120-year 
history. Of course, these figures do not reveal the full story. In 
addition to this net income some $64,580,000 in depreciation and 
amortization of equipment and road properties was accrued. Fur- 
themore, the company retired roughly $100,000,000 of its bonded 
indebtedness at a cost to it of only $67,000,000. The difference of 

3,000,000 represented a clear profit to the B. & O. on which there 
was no tax liability because of a change in the Revenue Act voted by 
Congress in 1942. 

For the year 1942, the first full war year, Baltimore & Ohio Railroad 
reported after taxes a net income of $45, 300,000. This is the highest 
net income ever reported by B. & O. in its 120-year history. None 
of this sum was applied to repayment of the debt owed to the Recon- 
struction Finance Corporation and due in June 1944. Instead, 
B. & O. worked out a plan for purchasing, upon tender by the owners, 
B. & O. bonds maturing in the years 1948, 1950, 1951, 1957, 1959 
1990, 1995, and 2000. Approximately $31,500,000 of B. & O. funds 
were thus spent in 1943 and 1944. Not one dollar of these bonds was 
used to pay off the RFC loan maturing in 1944. This fund diversion 
helped insure that B. & O. would have a sufficiently large RFC 
maturity in 1944 to give a semblance of reality to an allegation of 
inability to meet the maturity. Such an allegation was essential if 
B. & O. were to obtain the protection of the court in a McLaughlin 
Act proceeding. This fund diversion was carried out with the full 
knowledge of RFC. REC did not, between 1939 and the present, make 
any demands on B. & O. for payment in part or in whole of its more 
than $80,000,000 loan. 

3. Important positions in the B. & O. were at that time and are 
presently held by former RFC emplovees. In September 1941, 
Cassius M. Clay, RFC’s chief railroad counsel, became general 
solicitor of the B. & O. at the invitation of Vice President Shriver and 
with the approval of President White. Mr. Clay sought this position 
himself, and he did not receive it as the result of any suggestion from 
RFC’s representative on the B. & O. board. Mr. Stewart McDonald 
however, who was Jesse Jones’ nominee to the B. & O. board of 
directors, did sucvest the eleetion of Russell LL. Snodgrass As vice 
president, finance, after the death of Mr. Shriver. Mr. Snodgrass at 
the time was assistant general counsel of RFC. He was offered and 
he accepted the B. & O. position in the summer of 1942 and he was 
formally elected in August. Thereafter, in 1944, Mr. Snodgrass 
brought into the B. & O. as his executive assistant, another former 
RFC lawyer, Frederick E. Baukhages, now general solicitor of B. & O. 

4. The B. & O. reorganization proceeding in the district court was 
legally built upon a letter from Mr. Charles B. Henderson, then 
Chairman of the RFC, to Mr. Snodgrass of the B. & O., dated April 
6, 1944, refusing to extend B. & O.’s debt to RFC unless B. & O. com- 
plied with conditions, compliance with which required the reorgan- 
ization currently being worked out. 

The judges - the district court proceeding inquired of B. & QO. 
witnesses if these terms were imposed by RFC on its own initiative 
or if they were baridile | out of deference LO B. & O. and the desire of 
management to make use of chapter 15 of the Bankruptcy Act: 
These judges were told that the terms of the Henderson letter were 
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RFC terms determined upon independently by RFC and originating 
with RFC. 

Two letters have been put in evidence before this committee 
indicating that the terms imposed by the Henderson letter were 
drafted by Mr. Snodgrass of the B. & O., and forwarded to RFC 
officials within a day or two of the B. & O. ‘letter to RFC requesting 
that RFC state its terms for an extension of the 1944 notes. The 
existence of these crucial letters was not known to the courts in the 
present B. & O. reorganization proceeding. These drafts of letters 
from Mr. Snodgrass to RFC were characterized by Mr. W. W. Sullivan, 
in whose files they were found, as the “letters on which we built the 
letter of April 6, 1944.” The authorship of these letters was not 
denied and could not be denied by Mr. Snodgrass on his appearance 
before this committee. 

The proposals of Mr. Snodgrass for a second B. & O. bankruptcy 
were deeply disturbing to B. & O. General Solicitor Cassius M. Clay. 
Mr. Clay is recognized as an outstanding authority in the field 
railroad reorganization, as conceded among others by Arthur Dean 
of the firm of Sullivan & Cornwell, who was B. & O.’s chief trial counsel 
in the second bankruptcy proceeding. For ethical and professional 
reasons Mr. Clay refused as a lawyer to sanction a second B. & O. 
petition in bankruptcy based on the RFC debts. Two other lawyers 
questioned the good faith of B. & O.’s proposed bankruptcy pro- 
ceeding, its veteran general counsel and law department head, 
John J. Cornwell, former Governor of West Virginia, and B. & O.’s 
special counsel, Henry W. Anderson, who was chief B. & O. counsel 
in the 1939 proceeding. Mr. Clay told President White the reorgani- 
zation would be “shady.’’ Colonel Anderson stated that if he were 
counsel for the opposition he “could knock the whole thing into a 
cocked hat.’”?’ Both Clay and Anderson severed their B. & O. connec- 
tions after it embarked upon the second bankruptey proc ee 

6. Under section 5 of the RFC act it was necessary for B. &. O to 
secure Interstate Commerce Commission approval of the ‘ sites ; 
by RFC of the new collateral trust bonds to be issued to it under the 
plan in exchange for its present debts. On January 23, 1945, this 
approval was sought by Mr. Snodgrass on behalf of B. & O. Mr. 
Snodgrass swore that “no part of the moneys necessary to refund 
the notes of this company presently held by your corporation can be 
secured from any other source.”’ 

Actually the statement was in error by tens of millions of dollars. 
Mr. W. W. Sullivan, of the RFC, testified in regard to this under- 
estimate that he had been mee d, assuming an underestimate had been 
made. B. & O. Director J. Hamilton Cheston, vice president of the 
Philadelphia Savings Fund, also admitted in testimony before the 
committee that “we could have paid several millions of dollars, I 
do not dispute that * * *,” of the RFC debts in 1944. 

7. On January 24, 1945, Oliver E. Sweet, Director of ICC’s Bureau 


Finance, sent Vice President Snodgrass a request for “a forecast 
of B. & O. roeneans and disbursements for each month of 1945, and 
the resulti ‘ash on hand as of the end of each month,”’ 


On laces 3, 1945, Mr. Snodgrass supplied the requested tabu- 
lation in the form of a schedule dated February 1, 1945, and headed, 
“The Baltimore & Ohio Railroad Co., estimated receipts and dis- 


bursements, February 1 to December 31, inclusive, 1945.” 
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The estimate went “sour” in the very first month. It was short 
of the actual figures by approximately $22,700,000 at the second 
month end, by $31,200, 000 the third, bv $30,200,000, and so on to a 
maximum shortage of $49,500,000 by December 31, 1945. 

B. & O.’s Treasurer Jenkins, who prepared the estimate at Vice 
President Snodgrass’ direction, explained that unforeseeable tax 
adjustments threw the December figures out by $7,932,000. If this 
figure is eliminated the shortage on December 31 1s only $41,600,000, 
but even this total is almost 120 percent more than the estimated 
figure. The disc repancies are so great as to cast doubt on the integ- 
rity of the original figures. 

The minute béolis of the B. & O. directors’ meeting were doctored 
“et omit the language found in an extract from the minutes under 
date of April 21, 1943, verified by George F. May, then secretary of the 
B.&O. The language re ‘moved from the minute book was as follows: 


Whereas in the judgment of the board of directors of this company the amount 
of working capital which w uld be adequate and requisite for the purpose of the 
company should not be less than $6,225,000 * * *, 

The existence of the above lang yuage is certified to and authenticated 
as part of the April 1943 minutes as late as December 8, 1943. The 
significance of the altered working-capital minute is self-evident 
when it is remembered that B. & QO.’s working capital was about 
$60,000,000 at the time of the court proceeding and that the reor- 
ganization rested on B. & O.’s allegation of being unable to make any 
payment to RFC, 

9. On June 28, 1945, Vice President Snodgrass wrote Arthur Dean, 
special counsel in charge of B. & O.’s bankruptey case, the following 


lett 


Dear ArruuR: I am enclosing a copy of a plant and of the bud which we 
grafted on it with a view to producing a flower, lily white in color, bold in ia sign, 
and seductive in fragrance, instead of the burs and beggar’s lice which the plant 
was intended to bear. 


B 


This letter was found in a B. & O. file marked “‘Adjustment Plan 
Counsel,”’ and preceded by only 4 days the filing of B. & O.’s bank- 
‘uptey petil tion on July : 2, 1945, in the district court. No satisfactory 
explanation has been it of that letter. 


10. The prospect of REC's being able to dispose of the collateral 
trust bonds whi th B. [ Q. is ese Ing” to se \ sms ah uncertam one, 
Charles B. Hi made rson, i retired April 1947 as Chairman ol the 
REC aiter a tenure of 5 aaa See be fore this committee that the 
bonds would not b salable now and that REC was faced with the 
problem of having to deal with a “frozen loan.’ His testimony was 


corroborated by W. W. Sullivan, Chief of RFC’s Railroad Division. 
In addition, J. N. Nicely, vice president of the Guaranty Trust Co. 
of New York, made it clear in his testimony that R 
very real problem in disposing of the proposed B 


i 

KC would have 
& O. collateral 

trust bonds. 


facts in the case of the $80,000,000 loan to the 


iiowing are the 
44 . 1 = } ' > “17 . . 4} +7 ' +76) 
Baltimore & Ohio Railroad by the Reconstruction Finance Corpora- 
{ lise] vd] nN testimonv and d ments in ly & 
tioh as disciosed DV sworn estimonyv and documents mtroduced 1 


] t l ) . ‘ \ . + 4 f 4} \ { 
evidelet werore the Bat kine and Cu nev Committee of the Sena 
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III. THE FACTS 


The present RFC loans to B. & O. represent a consolidation of 
various loans made from 1932 to 1935. These loans were originally 
of an emergency nature and were made necessary by the collapse of 
railroad credit that occurred as a consequence of the great 1929-32 
economic crisis. Despite the general recovery in market values from 
1932 to 1938, the B. & O. was unable to meet its large maturities to 
RFC and other creditors in 1939. To forestall the consequences of 
a default in 1939, the B. & O. management under President Daniel 
Willard devised a plan of readjustment dated August 15, 1938. The 
chief characteristic of this plan was to provide a 5- to 8-year morato- 
rium for the payment of the RFC and other 1939 maturities, and to 
defer the payment of interest charges on certain B. & O. bond issues 
(29 F. Supp. 608). In the summer of 1939 Congress enacted chapter 
15 of the Bankruptey Act in order to permit the effectuation of this 
plan by the B. & O. In fact this chapter, called the Chandler Act, 
became known as a statute written by Congress especially to save the 
B. & O. from the consequences of the more drastic railroad bankruptey 
law known as section 77. 

The 1939 court proceedings 


On July 28, 1939, B. & O. filed under the Chandler Act its first 
petition in bank ruptey. Chief counsel for the B. & O. in that pro- 
ceeding was Henry W. Anderson, of Richmond, Va., and for the 
RFC, Cassius M. Clay, of Washington, D.C. Both Messrs. Ander- 
son and Clay are recognized and outstanding authorities in the rail- 
road reorganization field, the former having drafted chapter 15 and 
originated the idea for such legislation. Both refused to associate 
themselves with B. & O. in its 1944 plan. 

An outstanding feature of the 1938 plan was the extension to 1944 
of the RFC maturities previously mentioned. The bulk of the RFC 
debt, $72,771,578, was extended to November 8, 1944. The re- 
mainder, $13,900,000 of 4%-pereent secured notes, was extended to 
August 1, 1944. At the same time the rest of the secured notes, 
$36,000,000, in the hands of the public, was also extended to August 
1, 1944. These extensions had the result of giving B. & QO. $122,- 
000,000 of debts maturing in 1944. During the course of the 1939 
hearings in the district court, it was objected that no adequate pro- 
vision was made in the 1938 plan for meeting these 1944 maturities 
(29 F. Supp., at p. 627). On the basis of specifie testimony given by 
B. & O. officials, especially George M. Shriver, then the financial 
vice president, the court overruled this objection. Mr, Shriver testi- 
fied that the meeting of the 1944 maturities depended on “income in 
the future,’ “perhaps some application of the accretions from depre- 
ciation,’ and “the sinking fund” set up in the 1938 plan; he also 
added: “* * * if the earnings and the operations continue satis- 
factorily, it would place the company in a much better position to 
extend those notes, or such of them as are not paid off within 5 years.” 
“Other possibilities’? mentioned by Mr. Shriver included “refinancing” 
of the unpaid notes. 

Following this testimony, the court entered its decree dated Novem- 
ber 8, 1939, and specificaliv found therein as required by chapter 15: 
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(1) That the 1938 plan ‘‘was feasible, financially advisable, 
and not likely to be followed by the insolvency of the B. & O. or 
by need of financial reorganization or adjustment.” 

That the 1938 plan “left adequate means for such future 
financing as may be requisite,” and that B. & O.’s “inability to 
meet its debts matured or about to mature is reasonably expected 
to be temporary only. 

The findings in the above dee ‘Tee were made with the knowledge and 
acquiescence of both B. & O. and RFC. 
B. & Os financial h istory: 1940-44 

The financial history of the B. & O. from the signing of the 1939 
decree to the announcement of the second bankruptey “more than 
realized”’ the “expectations of the management,’ according to a letter 
dated September 25, 1944, by B. & O.’s chief 1939 counsel, Henry W. 
Anderson. In the light of the actual earnings, this is an understate- 
ment. The following stable shows the actual net income, after taxes, 
for B. & O. for the years 1940 to 1944, inclusive: 
Year: Net income 

1940 $5, 500, 000 


1941 21, 000, 000 


1942 eit 5. 300, 000 
1943 ‘. 30 500, 000 
1944 


. 20, 900, 000 


Srautsie at ted Sas oar ccd ot ate aaa 123, 200, 000 

In the 4 years 1941 to 1944, inclusive, B. & O.’s net profits, after 
taxes, were $117,700,000. This represents the highest net profit 
earned in any previous 4-year period in the company’s 120-year 
history. Of course these figures do not reveal the full story. In 
addition to this net income some $64,580,000 in depreciation and 
amortization of equipment and road properties has been accrued. 
Furthermore, the company retired roughly $100,000,000 of its bonded 
indebtedness at a cost to it of only $67,000,000. The difference of 
$33,000,000 represented a profit to the B. & O., on which there was 
no tax lis ibility because of a change in the revenue act voted by Con- 
gress in 1942. Despite this exceptional good fortune, B. & O. has 
up to now repaid less than 7 percent of its 1939 indebtedness to the 
Government. 


Total net income 


Change Ss in B, c& OY. mar age ment 


The 1938 plan resulted in numerous changes in B & O.’s manag re 
ment. An insure ance company group ot cael iihiads obts ained repre- 
sentation on the board of directors in the person of John C. Trap- 
hagen, president of the Bank of New York. A savings-bank group 
also obtained representation in the person of J. Hamilton Cheston, 
vice president of the Philade Iphia Savings Fund. Jesse H. Jones, as 
Chairman of RFC, nominated his de puty Federal Loan Admunistra- 
tor, Stewart MeDonald, to B. & O.’s board. These three new 
directors subsequently became a majority of the board’s executive 
committee, of which Mr. McDonald became chairman in 1942. 
Daniel W lard, who had been president or chairman of B. & O. 


i for 
30 years, died early in 1942. The senior vice president, George M. 
Shriver, who for 20 years or more had handled the B. & O 


.’s finances, 
also died in 1942, 





8 RFC LOANS TO THE BALTIMORE & OHIO RAILROAD 


On June 1, 1941, Roy B. White, then president of Western Union 
and a former B. & QO. executive, was elected president succeeding 
Mr. Willard, who became chairman of the board. The record shows 
that Mr. White’s appointment was discussed with and approved by 
Jess? H. Jones before his election as B. & O.’s new president. ‘‘For 
us to have failed to consult Mr. Jones would have been in violation 
of our loan agreement and further would have been both unwise and 
discourteous to say the least,’ a B. & O. director told this committee. 

In September 1941, Cassius M. Clay, RFC’s chief railroad counsel, 
became general solicitor of the B. & O. at the invitation of Vice 
President Shriver and with the approval of President White. Mr. 
Clay sought this position himself, and did not receive it as the result 
of any suggestion from RFC’s representative on the B. & O. board. 
Mr. McDonald, however, did suggest the election of Russell L. Snod- 
grass as vice president, finance, after the death of Mr. Shriver. Mr. 
Snodgrass at the time was assistant general counsel of RFC. He was 
offered and he accepted the B. & O. position in the summer of 1942 
and formally elected in August. Thereafter Mr. Snodgrass brought 
into B. & O. in 1944 as his executive assistant another former RFC 
lawyer, Frederick E. Baukhages,'! now general solicitor of B. & O., 
following Mr. Clay’s resignation in September 1945. 

In November 1941, shortly before the deaths of Mr. Willard 
and Mr. Shriver, the board of directors authorized the creation 
of an executive committee. The records shows that this committee 
has had the major responsibility in running B. & O., and that a 
majority of its members are made up of directors who were not direc- 
tors prior to the 1938 plan. 

As a result of the above changes there were, or are, more former 
officials of RFC and the Federal Loan Agency in top executive offices 
of the B. & O. than in any other railroad borrowers from the RFC. 
Since the deaths of Mr. Willard and Mr. Shriver the B. & O. board 
has been further changed by other deaths or resignations. Today, 
of the 12 directors, only 2 were members during the Willard regime 
prior to the 1938 plan. 


Origin of B. & O.’s plan for a second bankruptcy proceeding 


The minutes of meetings of the B. & O. executive committee on 
March 2 and May 4, 1942, include the following: 


Extract From THE MINUTES OF THE EXECUTIVE COMMITTEE OF THE B, & O 
Rattroap Co., Marcu 2, 1942 


ENERAL FINANCIAL PLAN 


Mr. Traphagen stated, with reference to the subject of a financial plan for the 
B. & O., progress had been made. He presented for discussion some of the con- 
clusions thus far reached as to what might be done with such a plan which includes 
proposed extension of 1944 and 1948 maturities and will probably also require 
the reenactment of the so-called Chandler bill or passage of like legislation to 
prevent small minorities from delaying or preventing the consummation of a 
favorable plan. 

There was long and earnest discussion on the subject, and Mr. Traphagen 


agreed to send the president a copy of proposed plan outlined by him for further 
study. 
1 Mr. Baukhages went from RFC to the Union Pacific Railroad, one of B. & O.’s largest stock and bond- 


holders, and from there to B. & O 
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Exrract From THe Minutes or THE Executive CoMMITTEE OF THE B. & O. 
Rati~roap Co., May 4, 1942 


PROPOSED REENACTMENT OF AMENDED SO-CALLED CHANDLER ACT 


The president stated that the so-called Chandler Act, as it is now proposed 
to be reenacted, is in substantially the same form as the original act except that 
it does not contain the time limitation included in that act. 

There has arisen a question as to whether a plan along the lines suggested by 
Mr. Traphagen, which contemplates a substantial reduction in the principal of 
debt and total interest charges, would qualify under the proposed act * * * 


This is the earliest record found by the committee of a reference 
to the use of a second bankruptcy proceeding in 1944 as a means of 
handling B. & O.’s 1948 maturities. When a bill to reenact chapter 
15, which had expired by limitation in 1940, was mtroduced in the 
House of Representatives early in 1942, Henry W. Anderson appeared 
and testified in support of reenactment. Mr. Anderson was still 
B. & O. special counsel, but he did not appear in order to endorse 
the legislation as a prospective remedy for B. & O.’s future problems 
He appeared because he was the sponsor and creator of the original 
chapter 15. It is clear from his testimony before the House Judiciary 
Committee and from his subsequent letter of resignation as B. & O.’s 
special counsel in September 1944 that a further resort by B. & O. to 
chapter 15 was beyond his knowledge, desire, intention, consideration, 
or anticipation. The record clearly shows his shock at the intention 
of B. & O.’s new financial managers to put it through a second chapter 
15 proceeding. Before resigning from B. & O. in 1944 he advised its 
general solicitor that, if he were on the side of the opposition, he 
thought he could knock the plan “into a cocked hat.” But Mr. 
Anderson had not been taken into the confidence of the executive 
committee, which under its chairman, Stewart M[eDonald, steered a 
course from March 2, 1942, until reenactment of chapter 15 in October 
1942 that kept both the House and Senate committees charged with 
the chief legislative responsibilities for the measure in ignorance: 
the fact that B. & O.’s interest in the bill was not that solely of a past 
beneficiary but of a prospective future beneficiary well. 

On May 20, 1942, B. & O. Director Traphagen wrot 
Solicitor Clay: 


of 





Drar Mr. Cray: I have read with a good deal of interest ir letter of May 18 
and note particularly your views with respect to 1 questi f whether the 
company, under the terms of the 1938 plan, may antici ases of oblications 
for the sinking fund prior to the May | on whit ing-fund payment 





is made. 

That you should feel that under the terms of the plan this may be done and 
that, also, there is a possibility that securities so purchased might 
collateral for new loans, would seem to give us more flexibility than I had antici- 
pated. Having in mind that after the 1944 maturities are dealt with t 


be used as 


shortly thereafter will be faced with the maturity of the first mortgage and a little 


later on with the Pittsburgh, Lake Erie & West Virginia 4’s we thought it w 


ne company 


as 


highly desirable to deve lop some plan of a general extension of the ro id’s obligations 
and at the same time put its debt structure in shape so that it could weather a 


period of lean times. 
I do feel that we cowd p obabl / deal with the 


} iq é n 19 and the 
obligations to the RF( without great lificulty but 1947 inter charges 
which are now contingent will again become fixed and in 1948. as stated above. w 
have the large maturity represented by the first-mortgage 4’s and 5’s. It is m 


feeling that if we are going to work out a plan of readiustment which 
B. & O. into condition to face the future with some assura » the time to deal 


A 4 
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the security holders is when the road is faced with a problem, and that problem, as I see 
ul, is the maturing note issue as well as the RFC obligations in 1944. 

Undoubtedly, some plan to buy up the B. & O. 4-percent notes in anticipation of 
such readjustment is a matter of very real importance, and I would be glad to talk 
with you further about it. _1 am turning over your letter, together with the copy 
of your communication to Mr. Shriver of September 6, 1941, to Mr. Peale. We 
will, of course, treat this with the utmost confidence. 

Sincerely yours, 
J. C. TRAPHAGEN. 

The ideas expressed in this letter and the minutes above quoted 
were not expressed to the congressional committees. In fact, B. & O. 
officials and others led Congress to believe that a persuasive reason for 
reenactment of chapter 15 was the successful solution thereunder of 
B. & O.’s financial problems. President White participated in this by 
writing a letter, dated August 10, 1942, for inclusion in the Senate 
record, which pointedly referred to the happy results achieved under 
the 1938 plan but omitted any reference to the considerations then 
active in the minds of the executive committee and Mr. Traphagen. 

At this same hearing Mr. Snodgrass testified in behalf of the pending 
bill. He testified in the role of RFC’s assistant general counsel. 
Actually, however, he was then the designated vice president, finance, 
of B. & O., having been offered and having accepted that position 
prior to his testimony. He failed to reveal to the committee this fact. 
This fact was relevant and material to the questions before Congress 
in considering the McLaughlin Act. Had the committees known that 
the original chapter 15 proceeding had not solved B. & O.’s problems 
for 1939 through 1946, inclusive, the years covered by the 1938 plan, 
they could not have been unaffected by that fact in considering renewal 
of that chapter. 

Chapter 15, unlike section 77 of the Bankruptcy Act, leaves in- 
cumbent railroad management undisturbed in office upon filing of a 
bankruptcy petition. The fact that a management, already once 
benefited by the special aid accorded B. & O. in the 1939 statute, was 
again unable to solve its pressing financial problems was also a fact 
most material to this phase of the act. Aside from the serious question 
of the financial competency of the officers and directors implicit in the 
prospective filing of a second bankruptcy petition, even talk of a new 
bankruptcy raised grave questions as to the adequacy of the standards 
of the first reorganization. The congressional committees were pre- 
cluded from any study of these important issues by virtue of the fail- 
ure of the B. & O. group, including Mr. MeDonald, who was RFC’s 
nominee, to inform them of the true state of affairs within the B. & O. 
The committees had a right to expect that all pertinent facts would be 
volunteered by B. & O.’s officials in view of their position as the chief 
beneficiaries of chapter 15 which had been rushed through Congress 
in 1939 for B. & O.’s benefit. 

On September 24, 1942, less than 2 months after the termination 
of the Senate hearings, Vice President Snodgrass wrote a B. & QO. 
bondholder in answer to an inquiry how the 1944 maturities were to 
be met, that this depended in part upon 
the then legal situation, whieh may be materially different from that now existing 
as the result of the enactment of legislation. 

The next month chapter 15, as reenacted, was signed by the President 


and became a law 
< A ‘ chill al 2 
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There follows an extract from testimony before this committee: 

Mr. Cuay. * * * I did give Mr. MeDonald a plan which did not involve 
using the RFC maturities in 1944 as the basis of this reorganization. * * * 
The next time I saw that plan was on Mr. Snodgrass’ desk in his office in the RFC, 
I said, ““What do you think of it?’ LTrecall he went over to the window and looked 
out of the window. He said, ‘‘Well, I think the thing to do is to buy up as many 
of the bonds as you can, and then put the company through a McLaughlin Act 
ee 

The CuarRMAN. What was the date of that? 

Mr. Cuay. That was in late June or July of 1942 before Mr. Snodgrass left 
the REE , and I think before he had been made an offer to come with the RFC. 
Now, shortly after that Mr. MeDonald came to my office in the law department 
of the B. & O., and gave me back this plan. He said, ‘“‘Well, we have some other 
ideas.’”’ I did not see Mr. MeDonald again. 

The next I heard was of the appointment of Mr. Snodgrass as financial vice 
president. * * #* 

Neither Mr. Snodgrass nor Mr. McDonald have denied these con- 
versations with Mr. Clay. 

in writing its opinion dated November 20, 1945, finding the second 
B. & O. bankruptcy petition to have been filed in good f: aith, the district 
court did not have the executive committee minutes of March 2, 1942 
nor the Traphagen letter of May 20, 1942, nor the above-quoted 
testimony of Mr. Clay before it. These are additions to the record 
made in that court. They conclusively show that the idea of a second 
bankruptcy proceeding in 1944 originated with the B. & O. manage- 
ment in 1942, and not within the RFC in 1944 as the court was led 
to believe. 

Diversion of funds from payment of RFC debts 

Following the reenactment of chapter 15, known as the Me- 
Laughlin Act, the attention of B. & O.’s officials in late 1942 turned 
to the question of what to do with the huge net profits the road was 
earning. For the year 1942, the first full war year, B. & O. reported 
after taxes a net income of $45,300,000. This is the highest net 
income ever reported by B. & O. in its 120-yvear history. Since the 
receipt of this record-breaking sum was mainly due to expenditures 
by the Government for war purposes, it would be expected that the 
first thought of the B. & O. management would have been to apply 
at least part of this sum to repayment of its Government debt. This 
was not done. 

Mr. Snodgrass instead worked out a plan for purchasing, upon 
tender by the owners, B. & O. bonds maturing in the years 1948, 
1950, 1951, 1957, 1959, 1990, 1995, and 2000. Approximately 
$31,500,000 of B. & O. funds were 93 spent in 1943 and 1944. Not 
one dollar of these funds was used to pay off the RFC loans which 
by ordinary standards of business judgment, not to mention prudence 
should have received the first attention of the management since they 
matured first and no other cash was allegedly available for meeting 
them at or prior to their maturity in 1944. 

The record shows that Mr. laa ‘'s and the RFC were consulted on 
this fund diversion before it was made. No objection was made 
although according to Mr. Snodgrass’ testimony before the district 
court Mr. Jones at the time knew B. & O. would not be able to meet 
its 1944 maturities. Two comments are appropri 

(1) The fund diversion helped assure that B. & O. would have a 
sufficiently large RFC maturity outstanding in 1944 to vive a 


An error for “B. & 0.” 
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semblance of reality to an allegation of inability to meet the 
maturity. Such an allegation was essential if B. & O. were to 
obtain the protection of the court in a McLaughlin Act pro- 
ceeding. 

(2) RFC’s consent to the fund diversion raises a substantial 
question as to the good faith of RFC’s subsequent course of 
action in acting so as to give the appearance .of forcing the 
second bankruptcy proceeding in 1944 because of B. & O.’s 
claimed inability to meet its RFC debt. 

In defense of their actions, RFC and B. & O. both claim that the 
fund diversion strengthened their position by reducing more debt 
than would have been possible if the funds had been applied solely to 
the RFC debts. The reason is that the post-1944 debts were pur- 
chased at prices below their face value, thus retiring more than $1 
of debt for every dollar expended. On the other hand RFC could 
not or would not tender its debts for payment at less than their 
face value, so that only $1 of RFC debt could have been retired for 
every dollar expended. This explanation does not of course justify 
the fund diversion. Furthermore, as in shown later in this report, 
RFC’s position was weakened by the fund diversion rather than 
strengthened. This is a fact of fundamental importance. 

The 1938 plan was founded, among other things, on three main 
assumptions with respect to the reduction of debt: First, that there 
would be no need of a further financial adjustment or reorganization; 
second, that no dividends would be paid until all contingent interest 
had been paid, and that $100,000,000 of debt would be reduced; 
third, that the sinking fund provided by the 1938 plan was not to be 
used to retire unsecured debts. Had it been the intention of the 
plan’s designers that the maximum amount of debt be retired with 
the sinking-fund moneys, no restriction on the use of those moneys to 
purchase of secured ob ligation sould have been made. Obviously 
the unsecured obligations, such as the convertible bonds, would be 
cheaper to purchase than the secured obligations and more debt 
could be retired this way than under the restriction. 

In the light of these three major premises of the 1938 plan, it can- 
not be gainsaid that the chief objective of the debt-reduction provisions 
was to reduce first and f foremost those debts which, if defaulted, would 
cause a further ‘financial reorganization or adjustment.’ The 
diversion of funds, therefore, unless accompanied by an RFC promise 
not to force a bankruptcy for nonpayment in 1944, can only be 
regarded as a violation of the letter and spirit of the 1938 plan. Nor 
is the defense creditable that the diversion of funds was calculated to 
improve the possibility of meeting the RFC debts by raising the price 
of the refunding and ge neral mortgage bonds. The theory of this 
defense advanced by Vice President Snodgrass is that if sufficient 
refunding bonds were saidiaaed this would raise the price of such 
bonds, including $102,000,000 face amount of similar bonds pledged 
behind the RFC loans, to a point sufficiently high to make the pledged 
bonds salable at or about their face value. As Judge Parker 
remarked, “This court knows you could not have any basis for that, 
that you cannot raise the pric ¢ of bonds by buying bonds in. 

Mr. Jones himself, accord ing to Mr, Snodgrass, did not believe in 
this theory. It is furthermore inconsistent with the facts of the 
fund diversion which show that less than half of the diverted funds 
were applied to purchase of the refunding bonds. 
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The failure of RFC or B. & O. to produce a single memorandum 
contemporaneous with the fund diversion explaining its purpose or 
analyzing its prospective workings high lights the questionable 
aspect of these transactions. No commercial bank or private financial 
institution would approve so tremendous a market operation without 
making preliminary studies. The files of RFC are bare, however, of 
any written analysis of this crucial proposal. Mr. Snodgrass told the 
district court that B. & O.’s files contained no memoranda on the 
subject. It is inconceivable to this committee that $31,500,000 of 
corporate funds could have been expended solely on the basis of oral 
considerations never reduced to writing. Yet the absence of such 
documents in both RFC’s and B. & O.’s files is one of the most mysti- 
fying aspects of this transaction. It is difficult to understand why 
they were not reduced to writing. A Government agency such as 
RFC is not supposed to discharge its duties so lightly as to accept 
oral representations with respect to tens of millions of dollars of 
moneys available for payment of its debts without first making careful 
and comprehensive written analyses as to the financial and legal 
effects of the proposed transactions upon its creditor position. 


Fear of the 1944 Presidential election results as a motive for the 1944 
reorganization 


Although chapter 15 had been reenacted it contained a provision 
making automatic its expiration by November 1, 1945. This provi- 
sion made it requisite that a plan be devised prior to that date and 
that the bankruptcy petition seeking to enforce the plan likewise be 
filed before the statute expired. The law permitted a plan to be 
effectuated after November 1, 1945, if the petition were filed prior 
thereto. As shown above, Director Traphagen’s proposals first ex- 
pressed in 1942 depended on using the 1944 maturities as the spring- 
board for a second reorganization. The statute’s expiration date 
dictated the timing of the steps precedent to a reorganization. ‘These 
included filing an application with the ICC for approval of the issuance 
of the new securities proposed by the plan and securing prior thereto 
assurances of acceptance from creditors holding 25 percent face 
amount of the affected securities. After ICC approval had been 
obtained it was necessary to obtain assents from owners of two-thirds 
of the aggregate amount of affected claims, including at least a major- 
ity of the aggregate amount of each class of such claims. Obviously 
these procedural requirements would take many months to fulfill. 
Furthermore the B. & O. management had the benefit of the 1938 plan 
experience. In that case 114 months elapsed between announce- 
ment of the plan and the filing of the bankruptcy petition in court. 
A similar time taken away from the critical date of November 1, 
1945, would mean the start of proceedings for the second plan would 
have to be made no later than November 1, 1944. This was the 
month of the Presidential election in which President Roosevelt and 
Governor Dewey were the chief candidates. That there was some 
apprehension in B. & O. about the effect of the election on the fortunes 
of the management is undisputed. 

The statute’s expiration date was an important factor, as is shown 
by the following extract from a memorandum by B. & O.’s general 
solicitor, Clay, dated August 15, 1944: 

The MeLaughlin Act reviving, with minor changes, the Chandler Act of 1939, 
became effective October 16, 1942. Section 755 of the act as enacted made the 

845183—51——-8 
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machinery of the act unavailable for any corporation which might file a petition 
with the court after November 1, 1945. 

After the enactment of the act Mr. Snodgrass mentioned to me on several occa- 
sions that because of this limitation it might become desirable for the Baltimore & 
Ohio to file with the court a petition for reorganization prior to November 1, 
1980.17 Fe, 

Sometime before Christmas 1943 at my invitation he lunched with me at the 
Lord Blatimore Hotel, at which lunch our conversation was largely devoted to 
this matter. Mr. Snodgrass was of the view that the plan would be necessary 
either in 1944-45 or upon the maturity of the B. & O.’s first mortgage in 1948. 
I agreed with him in this but brought to his attention some of the difficulties in 
effectuating a plan in 1944-45 under the McLaughlin Act. Plainly it was not the 
intent either of the original Chandler Act or of the McLaughlin Act, reviving the 
earlier act, that a second reorganization for the same road would be effectuated 
thereunder * * *, 

Unless a bona fide inability to meet the 1944 maturities could be shown, the 
petition was liable to be dismissed by the court * * *. 

At this time it was Mr. Snodgrass’ idea that an inability to meet the secured 
notes maturing on August 1, 1944, and the RFC maturities could both be shown 
as a basis for seeking the jurisdiction of the court * * *, 


Not long after the above-reported conversations, Mr. Snodgrass 
had another talk with Mr. Clay, who reported it as follows: 


When Mr. Jesse H. Jones went to Texas for the Christmas holidays (in De- 
cember 1943) Mr. Snodgrass took him out to St. Louis on one of the B. & O. 
business cars for the purpose, so I understand, of discussing the matter with 
Mr. Jones * * *, Not long thereafter Mr. Snodgrass asked me to come to his 
office to confer. He said that in his view it was necessary for the company to 
resort to the McLaughlin Act in 1944—45, particularly for the following reasons: 

(1) The fact that the McLaughlin Act expired on November 1, 1945, and 
the uncertainty as to whether it would be renewed by Congress. 

(2) The second reason which he gave was expressed in this way: “If we 
wait beyond 1944 we might lose control of the situation.” 

With regard to point 1, I said that I was not impressed since it seemed to me 
that it was likely that the McLaughlin Act would be extended regardless of what 
yarty was in power after the next election * * *. With regard to point 2 
| said that I did not appreciate that the control of the B. & O. was involved. In 
expanding his remarks Mr. Snodgrass said he meant after the election Mr. Jesse 
Jones might leave the RFC and the RFC might pass into hands that were less 
friendly tothe B.&O. * * * 


The importance of these conversations was outlined as follows in 
the opening statement of this committee’s counsel on the first day of 
the hearings: 


It is significant that when John J. Parker, United States circuit court judge 
sitting as presiding judge in the special three-judge court hearing the B. & O. case, 
directed the B. & O.’s lawyers to produce all memoranda relating to the B. & O. 
conversations with the RFC, the B. & O. lawyers failed to produce this memo- 
randum which reveals that a major motive behind the B. & O.’s allegation of 
bankruptcy may not have been financial difficulties but fear of the consequences 
of the 1944 Presidential election. 

The control of the great B. & O. Railroad system, with its billion dollars of 
assets, its tremendous political influence, its 60,000 employees and its $150,- 
000,000 annual payroll was in the hands of the Jones’ group. The “bankruptcy” 
proceeding was therefore deemed ‘‘necessary”’ to insure that this control should 
not fall into the hands— 

(1) Of appointees of the Republican Party, should Governor Dewey have 
been elected President in 1944 and placed members of his administration in 
charge of the RFC, or into the hands of— 

(2) New appointees of President Roosevelt, should he be reelected and 
remove Jesse H. Jones from office, a genuine hazard as events proved. 

The record shows that Mr. Jones caused an agreement to be signed between the 
B. & O. and the RFC committing the RFC to acceptance of the fictitious ‘‘bank- 
ruptcy” plan prior to the date of the Presidential election in 1944. Representing 
the RFC in the ‘negotiations’? were Mr. Jones and Chairman Henderson. Rep- 
resenting the B. & O. were Mr. Jones’ former Deputy Administrator, Stewart 
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McDonald, and RFC’s former Assistant General Counsel Russell L. Snodgrass. 
By means of this signed commitment the Jones’ group was able to lock up against 
loss the financial control of the great B. & O. Railroad system. This objective 
was achieved, as the record shows, by extending under the plan the RFC debt to 
1965, and all ‘other major B. & O. debts due prior to that time to a date beyond 
1965. These extensions made it impossible for any rival financial or political 
group owning or controlling these debts to gain control of B. & O. by presenting 
them for payment at any time from 1944 to 1965 when the company might be 
short of the necessary funds. 


This analysis went unchallenged throughout the hearings before 
this committee. 


The events leading to RFC’s alleged “ultimatum”’ 


Mr. Snodgrass in his testimony before this committee insisted that 
the second bankruptcy proceeding was a last resort recommended by 
him only after other proposed arrangements for meeting tbe 1944 
maturities had failed to be realized. To support his testimony he 
offered letters he had written to the Commissioner of Internal Revenue 
and the General Motors Acceptance Corp., in 1943.'. But there is 
nothing in these letters to indicate a departure from the program 
outlined in 1942 by Director Traphagen. The letters at the most 
indicate a desire to save taxes and to obtain some financial aid of an 
undisclosed amount and character from GMAC. In fact even if the 
arrangements proposed had been effected there is nothing to indicate 
that they would have been anything more than antecedent events to 
the McLaughlin Act proceeding contemplated in 1942 for execution 
in 1944. Nothing in the minutes or files of the B. & O. indicates an 
abandonment of the 1942 design. 

We now quote from one of the numerous prepared statements of 
Mr. Snodgrass which he read into the record as part of his sworn 
testimony: 

In November 1943, I worked on another plan for handling our maturities. 
That plan is outlined in a memorandum prepared by me and is entitled “Outline 
of Plan for Handling Baltimore and Ohio 1944 Maturities and Exchange Offer to 
Refunding and Convertible Bondholders.”’ I present a copy of that memo- 
randum. As in the case of the RFC and General Motors Acceptance Corp 
proposals the plan outlined in that memorandum contemplated no court pro- 
ceedings. 

Mr. Snodgrass’ comment that “the plan outlined in that memoran- 
dum contemplated no court proceedings” is not proved from the 
contents. The memorandum does not explain how those bondholders 
who do not accept the ‘Exchange Offer” are to be bound. A plan 
effectuated through a bankruptcy proceeding, of course, is binding 
on all the affected creditors. Mr. Snodgrass furthermore omitted to 
furnish this committee with copies of a B. & O. proposal which supple- 
ments his November 17, 1943, “outline.” In RFC’s files this com- 
mittee found a memorandum to Mr. Jones from Frank C. Wright, 
dated January 24, 1944, describing what “B. & O. proposes,’’ accom- 
panied by an “Outline of 1944 program with respect to Baltimore and 
Ohio Maturities.” This ‘outline,’ dated January 22, 1944, states: 


The program involves the taking of certain preliminary steps, followed by a 
plan under the McLaughlin Act 


This makes clear that B. & O. proposed the McLaughlin Act 
proceeding specifically to RFC as early as January 1944 and before 





1 This file reprinted in full among the exhibits consists of pages. The file conta 


/ ins no analysis of 
B. & O.’s situation, and no trace of any definite proposals between B. & O. and GMAC 
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any recorded refusal by RFC to extend its loans. The files are bare 
of any request by B. & O. to RFC for an extension prior to the Snod- 
grass letter of March 15, 1944. 

The statement of Mr. Snodgrass continues: 

The plan outlined in my November 17, 1943, memorandum would, if carried 
out, have ‘‘put our house in order’ as Mr. Jones had insisted from time to time 
we should do. The plan was discussed, but since it involved a conditional 


commitment by the RFC, which, if it had been necessary for the RFC to carry out 


would have resulted in their having more than $100,000,000 invested in one 
company it was turned down. 


I then came to the conclusion that an adjustment plan under the McLaughlin 
Act was the only way out of our difficulties. I remember asking Mr. Jones if 
he were going to put me in jail when we could not pay our notes. He said, no, 
but that our other creditors would have to do something too. He further said 
that when he got back to Washington he would talk with the Railroad Division 
and see what the conditions ought to be. 

Three important facts emerge from this testimony: 

(1) Mr. Jones did not suggest a McLaughlin Act proceeding. It 
was Mr. Snodgrass who did so. 

(2) The “conditions” to be imposed by RFC on any further exten- 
sion of its debts were not revealed until Mr. Jones “get back to Wash- 
ington,” that is, some time after January 1944, as will be shown 
hereafter. 

(3) Mr. Jones’ language, as attributed to him by Mr. Snodgrass, 
was at this time that the B. & O. “put our house in order” and ‘‘ other 
creditors would have to do something too.” Certainly there is 
nothing in this vague and general language to make inevitable the 
McLaughlin Act proceeding which Mr. Snodgrass was so quick to 
conclude was the only answer to Mr. Jones’ remarks. The quoted 
expressions, if made, may well have applied to extension of the 

$28,700,000 secured notes held by the public which were due on August 
1, 1944. With these notes extended or paid off—as they subseque mntly 
were—B. & O., aside from the RF C debts, had no financial worries 
until 4 years later when B. & O.’s first mortgage bonds matured. 
This 4-year period certainly cain an ample period to put 
B. & O.’s house ‘in order.’ 

It cannot be accepted as conclusive that a second B. & O. bank- 
ruptcy proceeding was made inevitable by Mr. Jones’ vague and 
generalized expressions. The RFC was formed to save railroads and 
other financial institutions from bankruptcy, not to plunge them into 
it. Furthermore, RFC in accepting the 1938 plan which covered the 
years 1938-46, had assumed a moral, if not legal, obligation to see 
that the plan was not disrupted by any acts ‘of RFC. Otherwise 
REC could not have consented to the 1939 decree nor allowed the 
other creditors to rely on the findings of the decree that the 1938 plan 
was not likely to be followed by need of further financial reorganization 
or adjustment. Any other conclusion requires a finding that RFC’s 
commitment to the 1938 plan and acceptance of the 1939 decree was 
made in bad faith. It was explicitly argued in 1939 that B. & O. 
would be unable to meet the 1944 maturities. The court overruled 
the objection on the basis of specific testimony to the contrary given 
in the presence of RFC’s counsel. B. & O., instead of running into 
adverse financial weather after 1939, had enjoyed and was enjoying 
record-breaking war-time profits. It is difficult to believe therefore 
that Mr. Jones on his own motion or that of the RFC would have 
imposed terms requiring a second bankruptcy proceeding in 1944 
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unless he had been persuaded by B. & O.’s officers themselves that 
this was a desirable condition. Director Traphagen’s letter and 
remarks of 1942 previously quoted, the unrebutted testimony con- 
cerning Chairman McDonald, and Mr. Snodgrass’ own views as 
reported to Mr. Clay all show how desirable this condition was from 
the point of view of the management. It is found from the record, 
which will be further quoted hereafter, that the B. & O. through Mr. 
Traphagen, Mr. McDonald, and Mr. Snodgrass originated and stim- 
ulated the idea of a second bankruptcy proceeding and not Mr. 
Jones or the RFC. It cannot be too strongly stressed that the district 
court did not have before it the fundamental evidence in this respect 
which has been discovered by this committee. 
We quote further from Mr. Snodgrass’ version of the events: 


We figured that in order to meet the twenty-eight-million-odd dollars of notes 
in the hands of the public we would need some outside help. This was discussed 
with the RFC and because of their second lien position for their November 8 
notes on the collateral securing the August 1 notes, they were concerned that the 
August 1 notes in the hands of the public be retired. At that time their second 
lien on the collateral behind the August 1 notes had little value and the retire- 
ment of the publicly held notes would make that lien a very valuable one and 
strengthen the position of their November 8 notes. RFC indicated a willingness 
to assist us to the extent necessary to meet the publicly held August 1 notes. 
Accordingly, on February 15, 1944, I addressed a letter to the RFC advising them 
of the factual situation and asking for a loan commitment of $6,500,000 in order 
to enable the company to meet in full the August 1 notes in the hands of the 
punlie. .* > * ..%, 

By letter dated February 19, 1944 the RFC agreed to make us an additional 
loan of $6,500,000 on certain conditions including the payment of all of the 
August 1 notes except the $13,490,000 held by the RFC, and getting a first lien 
on the coliateral on which they then had a second lien which was held by the 
trustee under the indenture pursuant to which the August 1 notes had been 
issued. Another condition was the obtaining from the Interstate Commerce 
Commission of all such approval as might be deemed necessary by the Legal 
Division of RFC. I now tender a copy of the RFC letter of February 19, 1944. 
On the basis of that letter we continued our buying of the August 1, 1944, notes 
in the public market. 

On March 14, 1944, I addressed a letter to the RFC asking whether the RFC 
would extend its loans and if so for what period and under what terms and con- 
ditions. I now tender a copy of that letter. On the following day, in New York, 
I saw the late Frank C. Wright, then Assistant to the Directors of the RFC. I 
should mention here that because of the fact that Mr. Jones had been hurt when 
hit by an automobile while in Houston for Christmas of 1943, he did not return 
to Washington until the end of January and after he did was not in physical 
condition to give much time to his duties and was not available to discuss our 
situation. I therefore conducted most of my RFC negotiations with Mr. Wright 
who, as I said, was then assistant to the Directors, reporting directly to Mr. 
Jones on railroad matters. 


At this point Mr. Snodgrass “‘explained”’ his drafting of the RFC 
letter which was used by B. & O. to establish the legal basis for its 
chapter 15 proceeding, and which had most unexpectedly been found 
by counsel for this committee in RFC’s files. 


I took to New York with me on March 15 a copy of my letter of March 14 
and discussed it with Mr. Wright. As I remember it he told me that as to the 
exact terms the matter would be discussed with the Railroad Division of the 
RFC and later with Mr. Jones, but that their position was, as it had always 
been, that we had to put our house in order. Following that discussion, as I 
remember it, I prepared at his request the draft letter which was read into the 
record here the other day and gave it to him. After I gave him the draft we 
discussed the matter further and after my return to Baltimore I forwarded to 
him a second draft which likewise was read into the record here the other day. 

There after I saw Mr. Wright in Washington once and maybe twice before we 
received the RFC letter of April 6, 1944. I told him I was concerned about the 
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delay in receiving an answer to the letter of March 14, and he told me that they 
had not finally decided on the conditions that they would impose. The RFC 
letter of April 6, 1944, stated those conditions. I now tender a copy of that letter. 

This testimony should be compared with the testimony given by 
Mr. Snodgrass in the district court on July 10, 1945, with respect to 
his letter to RFC dated March 14, 1944: 

By Judge PARKER: 

Q. Were there any verbal negotiations prior to the writing of that letter? 

A. I had talked with some of the examiners and so on. 

Q. Who did you go to? 

A. W. W. Sullivan, Frank Wright, Assistant to the Director in charge of rail- 
road matter, but those letters are the only official communications.! 

Q. I understand, but I thought when people handle matters of this importance, 
they generally handle them personally rather than by correspondence and then 
you reduce it to correspondence to give evidence of the final conclusion reached? 

A, 0, oR, 

This testimony in the district court is in conflict with the testimony 
given before this committee in two critical respects: 

(1) The RFC and B. & O. letters referred to by Mr. Snodgrass in 
the district court were not “the only official communications” between 
himself and RFC. There were in addition the two letters found by 
this committee in the RFC files and transmitted on March 15 and 17, 
1944, by Mr. Snodgrass to Mr. Wright. Since these letters state for 
the first time the terms subsequently imposed by RFC on B. & O. 
which caused the second bankruptcy proceeding, they are of primary 
importance in an attempt to establish the charge of collusion between 
B. & O. and RFC. They were not revealed to the district court. 
Their importance will be discussed at greater length later in this 
report. 

(2) These letters, if Mr. Snodgrass’ testimony before this committee 
is to be believed, were prepared at Mr. Wright’s request and simply 
represented a reduction to writing of a previous agreement on the 
matter. 

It is clear that Mr. Snodgrass’ testimony before the district court 
concealed from the district court the most essential documentary 
evidence relating to the charge of collusion. That evidence, the 
letters of March 15 and 17, 1944, shows that the terms allegedly im- 
posed by RFC on B. & O. and represented as causing the second 
bankruptcy proceeding were first written and suggested by Russell 
L. Snodgrass. These letters with their headings ‘First Draft’’ and 
“Second Draft” were drafts of a letter which in final form was dated 
April 6, 1944, and was sent by RFC Chairman Henderson to B. & O. 
Vice President Snodgrass. The final form differed so insubstantially 
from the “Second Draft’ that the differences are not of thought but 
only of expression. We set out below in parallel columns the contents 
of the drafts and of the April 6 letter: 





1 Prior to this testimony B. & O. counsel had put into the record letters written in February, March, 
and April 1944 from RFC to B. & O., or to RFC from B, & O. 
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FIRST DRAFT 


“Your 
> . > 


company’s notes 
will be consolidated and 
used as one indebtedness. 

“In order to enable your com- 
pany to have an opportunity to 
work out its financial problems, 
this Corporation will, subject to 
approval of the Interstate Com- 
merce Commission, extend all of 
your company’s indebtedness to 
this Corporation for a period of 


time to be hereafter determined, 
but not beyond on 
condition that at the same time 


certain of the obligations of your 
company held by others are ex- 
tended and modified satisfactorily 
to this Corporation.”’ 


SECOND DRAFT 


“Your 


* * . 


company’s notes 
will be consolidated and 
considered as one indebtedness. 

“In order to give your company 
a further opportunity to work out 
its financial problems, this Cor- 
poration will, subject to approval 
of the Interstate Commerce Com- 
mission, extend all of your com- 
pany’s indebtedness to this Cor- 
poration to August 1, 1955, on con- 
dition that at the same time: 

“(1) Obligations of your com- 
pany held by others, maturing in 
the meantime, are extended to or 
beyond that date; 

**(2) Satisfactory modifications 
of interest and other charges are 
simultaneously made; and 

(3) Your company undertakes 
to continue a debt-retirement pro- 
gram through the operation of a 
satisfactory sinking fund. 

“Yours very truly,” 


19 


RFC LETTER 
“* * * the proposed addi- 
tional loan, the proposed extended 
loan of $13,490,000 and all indebt- 
edness of your company to this 
Corporation maturing on Novem- 
ber 8, 1944, shall be treated as one 
consolidated debt 
“This Corporation is willing 
that such consolidated debt shall 
mature January 15, 1955, subject 
to the approval of the Interstate 
Commerce Commission and upon 
prior or concurrent compliance 
with the following conditions: 
‘(1) All debt of your company 


(except equipment obligations 
which now matures by its term 
during the period between No- 
vember 8, 1944, and January 15, 
1955, shall be extended so as to 
mature not earlier than January 
15, 1955; 


‘**(2) Your company shall make 
such modifications of its interest 





and other charges on its outstand- 
ing securities as shall be satisfac- 
tory to this Corporation; 

: Your company ‘shall aZTee 
to establish and carry out a debt- 
retirement program, which shall 
be effective at least until January 
15, 1955, and also be satisfactory 
to this Corporation; 

‘(4) The obligation or obliga- 
tions of your company evidencing 
such consolidated debt shall be 
satisfactory in form and substance 
to this Corporation. 

Nothing contained herein is 
ended to vary the provisions of 
the conditional commitment set 
forth in my letter of February 19, 
1944, except the provisions as to 
the maturity of the consolidated 


debt above referred to 
“Very truly yours, 
“/3/ CHARLES B. HENDERSON.”’ 


There is no documentary evidence of earlier date than these draft 


letters which incorporate the terms set forth in them. 
draft letters are the first records of those terms. 


in 


character of the April 6 letter, 


Mr. Snodgrass. 
closed, 
it did. 


In short the 
The district court, 


accepting without question the authenticity and spontaneous 
was the victim of a skillful deception by 
Had the true authorship of this letter been dis- 
it is extremely doubtful that the court would have acted 


as 


Counsel for B. & O. argue that it is the usual practice for parties to 


an agreement to suggest the form of letters to be exchanged between 
them. This is undoubtedly true in regular business transactions. 
But a petition in bankruptcy is not a regular or ordinary business 
transaction. It is a most extraordinary one, and doubly so if it is the 
second one in 6 years based on the same debts. And if it is based on 

1 prior agreement between creditor and debtor in order -that either 
ashes may obtain the benefit of a bankruptcy court’s protection which 
could not otherwise be lawfully obtained, it 1s collusive and fraudulent 
at law. Had Mr. Snodgrass no feeling of impropriety about the au- 
thorship of that letter, then it is pertinent to inquire why he did not 
tell the court of it? Instead he assured the court there was no other 
correspondence except that placed in evidence. He says in extenu- 
ation that he had forgotten about the existence of the drafts. His 
memory, as appeared in the hearing before this committee appeared 
unreliable. 
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There is a further flaw in the story as told by Mr. Snodgrass. 
He does not seem to realize that no letter, such as the April 6 letter 
was necessary for the B. & O. to file a petition in bankruptcy. The 
only requirement aside from procedural requirements was that the 
petition be in good faith and allege that B. & O. was “unable to meet 
its debts matured or about to mature.” All the B. & O. had to do 
to meet this requirement was to ask RFC if it would extend its loans, 
and receive to this request the answer “no.” Instead B. & O., 
through Mr. Snodgrass in his letter of March 14, 1944, asked not only 

“whether your corporation will extend these loans” but also “under 
what terms and conditions.” John J. Cornwell, B. & O.’s general 
counsel, wished to remove the March 14 and April 6 letters from the 
corporation records. Under date of April 12, 1944, he wrote a mem- 
orandum, stating in part: 

I do not think these two letters should be made a part of the corporation 
records which might be subpenaed in an adjustment plan proceeding should one 
be instituted. 

Governor Cornwell, knowing their background, obviously was alive 
to the odor of collusion that came from these letters. But Mr. 
Snodgrass apparently wanted the letters in evidence for the reason 
that he did not think he could otherwise prove his case of unavoidable 
bankruptcy to the court. The fact remains that pursuant to Governor 
Cornwell’s suggestion the letters were removed from the records of 
the executive committee meeting. They were, however, introduced 
into the district court record, though the court failed to inquire about 
the motives behind Governor Cornwell’s suggestion, a suggestion 
which in itself is inconsistent with good faith. 

General Solicitor Clay refuses to sanction the bankruptcy proceeding 

The proposals of Mr. Snodgrass for a second B. & O. bankruptcy 
were deeply disturbing to B. & O.’s General Solicitor Clay. Because 
of his long experience with RFC as chief railroad counsel from 1932 
to 1941, Mr. Clay would seem to have been the logical person to 
handle the legal questions involved in a second bankruptcy proceeding. 
Not only had he represented RFC in the first B. & O. proceeding, but 
he was the second ranking lawyer in the B. & O. organization. He 
was and is moreover recognized as an outstanding authority in the 
field of railroad reorganization, as stated before this committee by 
Director Traphagen and Arthur Dean of Sullivan & Cromwell, who 
was B. & O.’s chief trial counsel in the second bankruptey proceeding. 

For ethical and professional reasons Mr. Clay refused as a lawyer 
to sanction a second B. & O. petition in bankruptcy based on the 
RFC debts. His story is told in part in the following extracts from a 
memorandum to Governor Cornwell which was prepared by him 
under date of August 15, 1944: 

Because I represented the B. & O. in a professional capacity and Mr. Snodgrass 
did not offer to take me with him to see Mr. Jesse H. Jones, I did not feel free to 
discuss any questions relative to the B. & O.’s debt problem with Mr. Jones or 
any of the RFC representatives. 

I did, however, discuss them with the president of the company, Mr. White, 
and with my superior in the law Department, Governor Cornwell. 

Because the B. & O., in the preparation and handling to an effectuation of its 
existing plan had been represented by Mr. Adkins of Cravath, Swaine & Moore 
and Col. Henry W. Anderson, of Richmond, Va., I did discuss in a general way 


with these counsel certain diffie ulties growing out of the fact that the company was 
already operating under the existing plan. * * 
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When Colonel Anderson called at the office the second time, Governor Cornwell 
and I discussed with him in a general way the various points bearing on the 
feasibility of attempting to effect a new plan during the period of the existing 
plan period, including the question as to whether the jurisdictional requirements 
could be met, viz, whether the company could support the allegation that it was 
unable to meet its debts, and the question of whether assents in the necessary 
percentage could be obtained from the B. & O. bondholders. Colonel Anderson 
was particularly troubled by the jurisdictional features. He said that he would 
not want to commit himself either way without an opportunity for careful study 
of the balance sheet, etce., but he doubted whether the company would be able 
to support the allegation that it was unable to meet its debts merely on an allega- 
tion that the RFC would not renew its loans. On this point he made the statement 
that he would be afraid that if he were on the other side and representing objectors, 

“he could knock the whole thing into a cocked hat’”’ * * *., 

Colonel Anderson was also troubled by what might be the attitude of the court. 
He thought probably the same three judges (Judges Dobie, Parker, and Chesnut) 
would be convened, because of their famniliarity with the case. Within a com- 
paratively recent time at least one or more of the judges had taken occasion to 
remark to him substantially to the effect that they had observed how well the 
existing plan was working and that it was a source of gratification to them that 
the court had approved the existing plan when it was presented to the court in 
1939 * * * 

About the end of Fe ‘bruary 1944 Mr. Snodgrass prepared a draft of the proposed 
new plan and gave me a copy for my consideration and discussion with him. Up 
to this time he had, so far as I know, made no draft on paper. The discussion had 
been merely on an oral basis. At no time did he address a memorandum to me 
on the subject, or invite me to give him any opinion in writing. At no time did 
Mr. White invite any expression of opinion from me. Each time the matter was 
discussed with Mr. White I brought it up with him myself * * *. 

In a further discussion with Mr. Snodgrass in his office of his draft plan, Mr. 
Snodgrass said that he did not want to present the plan to the executive commit- 
tee, unless I attended the meeting, which was scheduled for March 6, 1944, and 
stated my views. 

Up to this time I had not been present at any of the meetings of the executive 
committee or the board of directors at which the subject had been discussed. 
As already mentioned, I had not been present at any discussion of the subject with 
Mr. Jones or representatives of the RFC. In an expansion of his remarks Mr. 
Snodgrass stated he understood I had been talking with the president about the 
proposed new plan and the feasibility of a court proceeding and that the president 
was worried by what I had said. Consequently, he had suggested to the president 
that I be asked to attend the meeting of the executive committee on March 6, 
1944, to state my views. 

It was at this meeting with Mr. Snodgrass, I think, that I asked him whether 
he had attempted to discuss the whole subject with any outside counsel. It was 
extremely difficult for any man who had been a lawyer to continue to be his own 
lawyer. It was embarrassing to me to have to differ with him on legal questions. 
It would be helpful if he would obtain an objective view from counsel experienced 
in such matters. Mr. Snodgrass stated that he had discussed the matter with 
Mr. Adkins, and implied that Mr. Adkins thought it could be worked out. (Mr. 
Adkins has since said that the only time Mr. Snodgrass ever discussed the matter 
with him was in December 1943 and then only in a most general way.) 

In due course, on Friday, March 3, 1944, Mr. White called me into his office 
and said would I please arrange to appear at the meeting of March 6, 1944. * * * 
He suggested that I should take opportunity, before the meeting, to outline what 
I expected to say, confining myself to the three or four most important objections. 
Mr. White asked me to be brief in my remarks and cautioned me against pro- 
longing the discussion unduly by engaging in a general discussion after I had 
finished with my remarks. * * * 

At the meeting of the committee on March 6, 1944, the only members present 
were Mr. White and Messrs. MeDonald and Traphagen. Mr. Cheston, the 
only member of the committee with a legal background, was unable to leave 
Philadelphia. 

For luncheon on Monday, March 6, 1944, prior to the meeting of the committee, 
Mr. White had as guests in his private dining room Messrs McDonald and 
Traphagen, Vice Presidents Snodgrass and Ekin, and myself. Mr. White sat 
at the head of the table and Mr. McDonald at the foot. Mr. Traphagen sat on 
Mr. White’s right, next Mr. Snodgrass. I sat at Mr. White’s left, next Mr. 
Ekin. * * 


84513—51 + 
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After some general remarks by Mr. White, Mr. White said that at the meeting 
of the committee to be held after the luncheon there was a good deal to cover and 
that since Mr. Clay was then available he thought it would be well if during the 
course of the luncheon I said what I had to say with regard to the proposed 
McLaughlin Act proceeding. I had with me my penciled outline and while the 
others were eating I covered the subject as outlined, following very closely my 
penciled notes. 

Mr. Snodgrass did not attempt to argue the points I had covered in my 
remarks. * * #* 

Mr. McDonald made in the main two points: 

(1) With regard to Mr. Snodgrass’ point 1, that Mr. Jones favored working out 
a permanent solution of the B. & O.’s financial problem, I had said that from the 
beginning I had never believed that Mr. Jones could give the company a letter 
saving that he would not extend the loan to the B. & O. At this point, Mr. 
McDonald interjected to ask whether I had said ‘‘could”’ or “would.”’ In reply 
I said that I did not believe that Mr. Jones could or would force the company into 
a court reorganization. 

(2) In reply to this latter statement of mine, Mr. McDonald asked me what 
alternative existed. 

Mr. Traphagen remarked that in these uncertain times it was impossible to 
know what would be the economic situation of the country in 1948. That in his 
view it was better to deal with the problem directly now rather than put it off 
to a time when the country might be in a slump and the earnings of the railroads 
less favorable than at present. * * * 

At the meeting of the B. & O.’s board of directors on March 15, 1944, the 
executive committee was authorized to employ “outside counsel.”” The minutes 
recite that Mr. Traphagen stated to the board “‘that at the meeting of the executive 
committee held on Monday last, it developed there were certain legal questions 
involved in any recapitalization plan which might be undertaken by the company, 
and that it seemed to him that they were so important that the executive commit- 
tee, which has the matter in hand, should be authorized by the board to engage 
outside counsel to study the matter and advise the committee with respect thereto”’ 
and he requested that the board authorize the executive committee to engage 
counsel for that purpose. * * * 


As a result of the issues raised by Mr. Clay, B. & O.’s executive 
committee on April 10, 1944, authorized the obtaining of a legal 
opinion from John Foster Dulles of the law firm of Sullivan «& 
Cromwell, New York City. That Mr. Clay was not alone in his 
doubts about the propriety of the proposed bankruptcy proceeding is 
clear from the following continuation of his memorandum: 


Governor Cornwell told me that he took advantage of the oceasion of Mr. 
Snodgrass being in his room to discuss with him the merits of the proposed Mc- 
Laughlin Act proceeding. That previously Mr. Snodgrass had not brought the 
subject to his attention, nor had his opinion with regard thereto been asked by 
Mr. White. Governor Cornwell, by questioning, elicited from Mr, Snodgrass 
his theory on which jurisdiction might be obtained in court. Mr. Snodgrass’ 
theory was, so I was informed by Governor Cornwell, that all the showing that 
had to be made was that there was a debt coming due which the company couldn’t 
pay. 

Governor Cornwell, so he also told me, took occasion to point out that in his 
practical judgment the situation was different where the debt was held by a single 
debtor, viz, the RFC, instead of a debt represented by bonds distributed widely 
with the public. Mr. Snodgrass apparently was not willing to admit that there 
was any difference, or that any more particular showing need be made in one 
case than in the other. 


On May 1, 1944, Mr. Clay went with Mr. Snodgrass to the law 


offices of Sullivan & Cromwell in New York at the request of Mr. 
Dulles: 


It then appeared that the reason Mr. Dulles had requested the conference was 
to inquire whether the company did not want the opinion to be broadened beyond 
the limited questions asked in the letters to him. 
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Though Mr. Dulles knew of RFC’s April 6, 1944, letter—which 
unknown to him, Mr. Snodgrass had drafted—he still had doubts as to 
B. & O.’s being able to file successfully a petition in bankruptcy under 
chapter 15. 


He said that the reason he asked this question was because he thought one of 
the difficult questions was whether the ICC could make the findings required by 
the statute. He pointed out that the question asked assumed an approval 
already having been obtained from the ICC, Likewise, the request did not 
outline the plan proposed to be effectuated. 

I said I agreed and thought that an opinion limited as requested would be of 
little practical value. With a trace of a smile, Mr. Dulles seemingly acquiesced, 

Mr. Snodgrass replied that no, the matter had been thoroughly discussed with 
the B. & O.’s executive committee and that the letter correctly expressed the 
questions on which the executive committee desired an opinion from Mr. Dulles. 
That if Mr. Dulles had any further question he suggested that he talk with Mr. 
Traphagen downstairs in the same building, who had been at the executive com- 
mittee meeting and was thoroughly acquainted with the whole matter * * *, 

Mr. Dulles was most open-minded and gave the major part of the afternoon to 
discussion of various questions involved. He read the memorandum but finally 
said that if the company wanted the opinion limited as Mr. Snodgrass indicated, 
most of the subjects listed in my memorandum were immaterial. 

Before leaving Mr. Snodgrass indicated the need of having the opinion as soon as 
practicable because of the meeting of the executive committee which was scheduled 
for Monday, May 8. Mr. Dulles said that that would not create any difficulty, 
since he could have his opinion ready ‘‘within 2 or 3 days.’’ That it was already 
in draft form. In the course of the conference he had referred a number of times 
to the typewritten draft * * ¥*, 


In his oral testimony before this committee, Mr. Clay related: 
ment of the case which had been prepared by Mr. Snodgrass. That agreed 
statement, it seems to me, gave the whole thing away, because it said that it mav 
be assumed that the 1944 maturities to the RFC cannot be met; that meant that 


the whole question was academic, if counsel were willing to accept that state- 
me, Fs 


The firm of Sullivan & Cromwell accepted the employment on an agreed state- 





To come back to the employment of Sullivan & Cromwell, after they had 
received this prepared statement, prepared by Mr. Snodgrass, which contained 


the statement that it may be assumed that the maturities to the RFC cannot 


be met, Mr. John Foster Dulles, who was giving the opinion on whether the pro- 
ceeding might be brought under the statute, asked for a conference. I went up 
with Mr. Snodgrass, and discussed the matter with Mr. Dulles. The question 


of good faith was discussed with Mr. Dulles, and also the question of the law 
firms who had represented the B. & O. in the 1938 plan had not been consult 

I remember Mr. Dulles got up and walked across the room, and looked : 
ceiling and said, ‘““That is not too good.” 

Mr. Dulles in his opinion said that ‘‘the position of the RFC is fundamental 

in this matter, and if it is shown to the court that the proceeding is not in good 
faith in my opinion the petition will be dismissed.’’ He said further in his 
opinion “TI assume that the management of the B. & O. will ascertain honestly”’ 
I believe were the words used—‘‘that no better terms can be obtained from the 
RFC. * * * IT think if you went to an ordinary country lawyer, and if you 
wanted to bring a bankruptcy proceeding, the lawyer, where there was only 
one creditor, the lawyer would inquire into the circumstances pretty fully before 
he took the case. Well, anyway, after Mr. Dulles gave this opinion to the man- 
agement of the B. & O., I took it in to Governor Cornwell, who by the way at 
that time had not been consulted on the question by Mr. Snodgrass, Mr. Snod- 
grass acting as his own lawyer, and Governor Cornwell said, ‘‘That finishes it.” 
He wrote across the opinion and returned it to me, “Finis. J. J. C.” 


Mr. Dean testified about this meeting with his partner, Mr. Dulles, 
and the B. & O. officials: 
Mr. Dean * * * Mr. Clay and Mr. Snodgrass came in to see us and one 


of the questions or one of the findings expressly which the court had to find, to 
be established, is that the proceeding is filed in good faith = 
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He also raised a question as to whether there might be contempt of court by 
filing a new chapter 15 proceeding before the 1938 proceeding was over. He 
also said that he did not believe that if Mr. Jones were pressed he would really 
have refused to renew the 1944 maturities. He said that several times. I 
remember that I said, ‘‘What is the sense of lawyers discussing or participating 
in a theoretical discussion? Now, whether Mr. Jones will or will not renew, 


that is very simple. The thing to do is go down and ask Mr. Jones whether or 
not he will not give us better terms.” 


Mr. Clay’s memorandum continues: 


On Saturday morning, May 6, 1944, Mr. Snodgrass sent me a copy of Mr. 
Dulles’ letter to him of May 5, 1944, enclosing “preliminary draft of the opinion 
which we are planning to render next week.” 

Upon Governor Cornwell’s return to the office from West Virginia on Monday 
morning, May 8, 1944, I gave him this copy of the preliminary draft of Mr. Dulles’ 
opinion. Governor Cornwell in due course returned it to me with notation made 
in ink: ‘Mr. Clay: Read with interest. Finis. J. J.C.” 

The opinion in the final form in which it was addressed to Mr. McDonald is 
dated May 9, 1944 (the day after the meeting of the executive committee). A 
copy of the final opinion was sent to me by Mr. Snodgrass under date of May 11, 
1944. The final opinion differed in its organization from the form of the pre- 
liminary draft, but not in its emphasis upon the attitude of the RFC lying ‘‘at the 
foundation of the necessary allegation’’ that the company was unable to meet its 
debts, or in the assumption that “you would have ascertained and honestly be- 
lieve” that the RFC will not extend its loan except on the conditions outlined in 
Mr. Henderson’s letter of April 6, 1944. 

Though the minutes of the meeting of the executive committee held on May 8, 
1944, for which Mr. Dulles’ preliminary draft opinion was available, are extremely 
brief, I am advised that the meeting was one of the longest that the executive 
committee has ever held. As originally written up, the minutes recited, among 
other things, that “After lengthy discussion of the various questions involved it 
was concluded that it would be desirable before further steps are taken in the 
matter, for the entire committee, accompanied by General Solicitor Clay of this 
company, to seek an early conference with the Honorable Jesse H. Jones in Wash- 
ington, D. C., to discuss the subject.” 

After the conference with Mr. Jones on May 12, 1944, at Mr. Snodgrass’ initial 
suggestion, the secretary of the B. & O. eliminated from the minutes of the various 
meetings of the executive committee all reference to the employment of outside 
counsel or the opinion requested of Mr. Dulles. He was unable to eliminate the 
reference made in the minutes of the meeting of the board of directors of the com- 
pany held on March 15 for the reason that the secretary had already pasted these 
minutes in the corporate minute book. 


Mr. Clav’s memorandum also recited a discussion between himself 
and President White on or about April 30, 1944, in which blunt words 
were exchanged: 


I went further and said that since Mr. White had talked to me straight from 
the shoulder I wanted to say a few words straight from ihe shoulder, too. That 
I did not know if the question was involved but that if it was I did not want to 
be considered for general counsel of the company if the price was being mixed up in 
a shady reorganization. Mr. White replied that this question was not up at the 
present time. He said that coming down to the immediate situation, the question, 
as it seemed to him, was whether I would comply with the request that had been 
made of me by the financial vice president, viz, the request of Mr. Snodgrass that 
I go with him to see Mr. Dulles. That the duty of the B. & O. law department 
was to cooperate with all other departments of the company and that he would 
not have a general solicitor in the organization who did not cooperate with the 
financial vice president. 

The accuracy of the statements in the Clay memorandum were 
supported by the oath of Mr. Clay in the district court. None of 

: ; : 
the persons whose remarks are reported by Mr. Clay have denied the 
accuracy of the reporting. Accordingly, the following points are to 
be noted: 


SS 


1 The entire district court record, except for the B. & O. bond indentures and assents to the 1944 plan, has 
been made a part of the record before this committee. 
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(1) Three distinguished B. & O. lawyers questioned the good 
faith of B. & O.’s ‘proposed bankruptcy peeeeee: Its veteran 
general counsel and law department head, John J. Cornwell, 
former Governor of West Virginia; its second-highest ranking 
legal officer, General Solicitor Clay: and its special counsel, 
Henry W. Anderson, who was chief ‘B. & O. counsel in the 1939 
proceeding. Across the Dulles opinion which stressed that any 
second bankruptey proceeding must be founded on an honest 
belief that the RFC would not extend its loans, Governor Corn- 
well wrote ‘‘Finis.”” Mr. Clay told President White the reorgani- 
zation would be “shady.’”’ Colonel Anderson stated that if he 
were counsel to the opposition he “could knock the whole thing 
into a cocked hat.” Both Clay and Anderson severed their B. & 
O. connections after it embarked on the second bankruptcy pro- 
ceeding. Governor Cornwell has since been retired from B. & O. 
and at no time has come forward to deny the statements above 
attributed to him.’ 

(2) As a result of the stand taken by Mr. Clay, the B. & O. 
re ileal “outside counsel’? who rendered an opinion making 
necessary the production of further evidence beyond the April 6, 
1944, letter that the RFC would not extend its loans. 

The three B. & O. lawyers were intimately familiar with the facts. 
The procedure by which the B. & O. directors reached outside their 
own organization to get a contrary opinion from lawyers with no 
direct experience of the problem would seem unusual. 

Outside lawyers are generally not retained by large corporations to 
approve a course of action which the company’s own lawyers consider 
iliegal. This, it should also be remembered, was no ordinary situation. 
It was one in which both company counsel and outside counsel em- 
phasized that the clients had to act honestly. Rather than becoming 
indignant at these suggestions, the clients in this case arranged for a 
conference with Jesse H. Jones in order to get evidence of their own 
honesty. 


The conference of May 12, 1944 

On May 9, 1944, Sullivan and Cromwell, through Mr. Dulles, sent to 
B. & O. Chairman Stewart McDonald its legal opinion with respect 
to the contemplated bankruptcy proceeding. An extract from that 
opinion follows: 


Asto * * * the inability of your company to meet its debts, matured or 
about to mature, we assume that you would have ascertained and honestly believe 
that the Reconstruction Finance Corporation will not give the facilities necessary 
to meet the 1944 maturities unless in fact there is an extension of the other near 
maturities to a date at least as removed as the extension being granted by the 
Reconstruction Finance Corporation. 

The attitude of the Reconstruction Finance Corporation lies at the foundation 
of the necessary allegation of the petition to the court that the company is “‘unable 
to meet its debts, matured or about to mature.” * * * Thisisafact * * * 
as to which the court must be satisfied. If in such a preliminary hearing it 
developed that your company could, by help of the Reconstruction Finance Cor- 
poration or otherwise, have met its 1944 maturities without adjustment of other 
issues, so that the only “inability” related to 1948 maturities, then the petition 
would, in our opinion, be dismissed for we doubt that the phrase “about to 
mature’ in the McLaughlin Act would in 1945 be held applicabl 


: to maturities 
as distant as 1948. 





2 For reasons unexplained in the record Governor Cornwell later changed his position, and 


illowe { his 
name to head the list of B. & O. counsel signing the bankruptcy petition. 
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The above would indicate that Mr. Dulles of Sullivan and Crom- 
well did not regard the April 6 letter from RFC as a conclusive or 
final statement of RFC’s position. Mr. Dulles’ choice of language 
is ‘ ‘we assume that you would have ascertained and honestly believe, 
etc.” Apparently the April 6 letter did not represent to Mr. Dulles 
unchallengable evidence of honest ascertainment and belief. Mr. 
Dulles’ partner, Mr. Dean, had already at the conference with Clay 
and Snodgrass on May 1, 1944, remarked, according to his own 
testimony: 


What is the sense of lawyers discussing or participating in a theoretical dis- 
cussion? Now, whether Mr. Jones will or will not renew, that is very simple. 
The thing to do is go down and ask Mr. Jones whether or not he will give us 
better terms. 


This is indeed one of the curious aspects of the negotiations, for 
B. & O.’s “outside counsel” also apparently thought the April 6 
letter too slim a foundation for a bankruptcy petition. 

Accepting Mr. Dean’s proposal for buttressing B. & O.’s case with 
further evidence, Chairman McDonald arranged for the members 
of the executive committee and Mr. Clay and Mr. Snodgrass to meet 
Mr. Jones on May 12, 1944. Mr. Clay was reluctant to go. As he 
testified before this committee: 


But before I had gone over to that meeting, I know Governor Cornwell, who 
is the general counsel, talked to me about why the meeting had been arranged, 
I remember very clearly that Governor Cornwell said, ‘‘Clay, they are afraid 
that you will blow the whole thing up.” 


“They,” of course, refers to the B. & O. officials. Governor Corn- 
well was in a doubly advantageous position to know their mind since 
he himself was a B. & O. director, as well as general counsel. 

There follow pertinent extracts from Mr. Clay’s narrative of the 
May 12 meeting: 


Going over on the train, I mentioned to Mr. Traphagen, who was one of the 
B. & O. executive committee, that | was somewhat puzzled as to why my presence 
was desired at the conference with Mr. Jones, since I had not been a party to any 
of the negotiations with the RFC. 

I further said that after considering the matter it occurred to me that the only 
contribution | might make to the conference from my standpoint as general solici- 
tor of the company was to ask Mr. Jones, assuming that he would not renew the 
B. & O. loan, whether he would put such a statement in writing. 

Mr. Traphagen, when this question was asked him, said that he thought it 
best to refer the question to Mr. White, the president of the B. & O., who was 
present in the car. 

After some inconclusive discussion, in the course of which it appeared that Mr. 
White was doubtful as to the need of the further question being asked, I asked 
Mr. Cheston if I might not have a few minutes’ conversation with him before we 
arrived in Washington. This was a trip on Mr. White’s private car, and I think 
there were three members of the executive committee on the car—Mr. White was 
the president, Mr. Traphagen, and Mr. Cheston. 

In the course of such conversation which occurred on the sofa in the same room 
with Messers. White and Traphagen, I pointed out to Mr. Cheston the defective- 
ness of the records so far as it showed a refusal by the RFC to renew the loan. 

Mr. Cheston, who saw the point, thought it would not be desirable to ask Mr. 
Jones to put his statement in writing. He indicated, however, that he thought 
it would be better policy at the close of the conference to ask Mr. Jones if he had 
any Objection to the B. & O. writing Mr. Jones a letter, after the conference, 
setting forth their understanding of Mr. Jones’ position, closing the letter with a 
request that in his acknowledgment thereof, he confirm with a letter that the 
understanding therein set. forth was correct. 

Upon our arrival at Mr. Jones’ office, we were ushered into one of his anterooms 
where Mr. Steward McDonald was already awaiting us. * * #* 
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After several pleasantries, Mr. Jones inquired what was the purpose of the 
meeting. 

Mr. Steward McDonald, who assumed to be the spokesman for the B. & O., 
thereupon stated that after months of study of the B. & O. situation, the exeeu- 
tive committee had reached the conelusion that a ‘‘reorganization could not be 
avoided.”’ 

Mr. McDonald thereupon produced some papers from his pocket and said that 
the question of good faith had been raised. 

Mr. Jones interrupted by asking who was raising the question of good faith. 

Mr. MeDonald said that Clay had raised it. 

Mr. Jones, turning to me, said that I had worked for him for a good many years, 
and I was a pretty good lawyer, and furthermore I had been with the RFC during 
the period of years when on several occasions the RFC had helped the B. & O. 
out of its difficulties. 

Mr. Traphagen then said that the purpose of the meeting was to find out from 
Mr. Jones if what the RFC had said in its letter of April 6, 1944, signed by Senator 
Henderson, was the best that the RFC would do for the B. & O. 

Mr. Jones said the letter spoke for itself, did it not? Yes; that was the best 
the RFC would do. 

He thought that the B. & O. should reduce its fixed charges and that now was 
he time to do so, conditions were favorable—it was a period of low interest rates. 
Jesides, he said, he would not be here in 1948. 

Making the further statement that he would not extend the loan, he turned 
to me with the question, ‘‘Clay, is that satisfactory?’ 

Somewhat dumfounded by the implications of the question, I did not have a 
ready answer, whereupon Mr. Jones said, ‘‘Well, I guess it is not. You always 
like to have your own way.” 

Turning to Mr. Traphagen, he then asked if it was satisfactory to him. Mr. 
Traphagen replied that it was perfectly satisfactory. 

Mr. Cheston, farther down the table, as soon as Mr. Traphagen finished speak- 
ing, thereupon said that from the beginning he thought 1944 was the vear in 
which to effect the reorganization. 

Mr. White, the president of the road, said nothing. * * * 


t 
I 


The accuracy of the above memorandum which is part of Mr. Clay’s 
testimony has not been challenged. When Mr. Jones testified in the 
district court B. & O. counsel did not endeavor in any way to get Mr. 
Jones to dispute Mr. Clay’s recital. It was Mr. Clay’s subsequent 
opinion that he had been “framed” at this conference, by which we 
understand him to mean that it had been arranged as a piece of stage 
play. In a memorandum to Governor Cornwell commenting on this 
conference, Mr. Clay observed: 

The B. & O. did not state in court that one of the reasons for reorgan- 
izing in 1944 was that Mr. Jones would not be here in 1948. Mr. 
Jones’ giving of such a peculiarly personal reason tends to emphasize 
the earlier statements, previously quoted, by Mr. Snodgrass in which 
he expressed his fear that “if we wait beyond 1944 we might lose 
control of the situation” because after the November 1944 Presidential 
election ‘“Mr. Jesse Jones might leave the RFC and the RFC might 
pass into hands that were less friendly to the B. & O.” The implica- 
tion of all these uncontroverted statements is that: B. & O. wanted to 
reorganize in 1944 while the RFC was friendly to the program of the 
B. & O. management group for maintaining its control of the company. 

Following the May 12 conference Mr. Clay and the B. & O. law 
department were relieved of any responsibility for the adjustment 
plan and the bankruptcy proceeding under which it was to be made 
effective. 


Completion of the bankruptey preparations 
Mr. Snodgrass testified in the district court as follows: 


Following the interview with Mr. Jones on May 12, I then started negotiations 
with insurance company holders of our bonds, the representatives of the insti- 
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tutional holders, with discussion as to what kind of plan we should have, what 
in general should be the modifications in the interest of all security holders. We 
had a number of meetings in New York and discussed our loan extensively. I 
had the assistance of Mr. Hagerty, of the Metropolitan, Mr. John W. Stedman, 
of the Prudential, Major Oliver, representing the Mutual Savings Banks of the 
United States, and others, and we sat around the table and discussed the plan 
before one word was written. 

Q. Which resulted in your plan? 

A. Those discussions were the genesis of the plan * * *, 

In the foregoing sections of these findings sufficient evidence has 
been quoted to demonstrate the misleading character of the above 
testimony. The plan as actually announced on September 20, 1944, 
differed only in detail from the plan first suggested by Director Trap- 
hagen in 1942 and developed in further detail by Mr. Snodgrass in 
1943. All these plans were based on four fundamental provisions, 
each of which was incorporated in the final plan: (1) Extension of 
the 1944 and 1948 and later maturities; (2) conversion of fixed interest 
on the junior bonds into contingent interest; (3) preservation of the 
stock equity intact; and (4) maintenance without disturbance of the 
incumbent directors and officers. 

When Mr. Snodgrass gave the above testimony in the district 
court none of the above facts with respect to the plans developed, 
prior to May 12, 1944, were put before the court. It is now clear 
however, that his testimony stating the conferences with Mr. Hagerty, 
Mr. Stedman, Major Oliver and others after May 12, 1944, “were 
the genesis of the plan” and were held ‘“‘before one word was written”’ 
was not true. 

At the time Mr. Snodgrass gave this testimony, July 10, 1945, 
there was no evidence before the court of Mr. Clay’s position, nor of 
the previous drafts of the final plan. It was essential, for Mr. Snod- 
grass to keep the court in ignorance of these and related facts if the 
court was to be persuaded that the plan was developed in answer to 
the April 6 “ultimatum” of the RFC instead of months or years prior 
to any such demand. Actually, the record now shows that a draft 
of the 1944 plan was given by Mr. Snodgrass to Mr. Clay about the 
end of February 1944, or at least 2 months prior to the conversations 
which Mr. Snodgrass told the court were ‘the genesis of the plan” 
and were held “before one word was written.’ 

The record shows that the entire activity of Mr. Snodgrass and the 
B. & O. officials, insofar as concerns formulation after May 12, 1944, 
of the final plan, was limited to refinement of the four basic provisions 
above stated. Details were added and subsidiary provisions de- 
veloped. The four fundamental provisions were the bedrock and 
framework; the fill-in alone remained. 


B. & O. meets its August 1, 1944, maturities held by the public 


The following is a further quotation from Mr. Snodgrass’ prepared 
statement: 


On January 1, 1944, $42,191,000 principal amount of the August 1, 1944, 
notes were outstanding, of which approximately $28,700,000 were outstanding in 
the hands of the public and $13,490,000 were held by RFC. At that time our 
current assets including materials and supplies, less our current liabilities, 
amounted to approximately $38,800,000. Deducting materials and supplies of 
approximately $18,400,000 our net quick position was approximately $20,400,000. 

We figured that in order to meet the $28,000,000-odd of notes in the hands of 
the public we would need some outside help. This was discussed with the RFC and 
because of their second lien position for their November 8 notes on the collateral 
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securing the August 1 notes, they were concerned that the August 1 notes in the 
hands of the public be retired. At that time their second lien on the collateral 
behind the August 1 notes had little value and the retirement of the publicly held 
notes would make that lien a very valuable one and strengthen the position of 
their November 8 notes. RFC indicated a willingness to assist us to the extent 
necessary to meet the publicly held August 1 notes. Accordingly, on February 15, 
1944, I addressed a letter to the RFC advising them of the factual situation and 
asking for a loan commitment of $6,500,000 in order to enable the company to 


meet in full the August 1 notes in the hands of the public. I now tender a copy 
of that letter. 


By letter dated February 19, 1944, the RFC agreed to make us an additional 
loan of $6,500,000 on certain conditions including the payment of all of the August 
1 notes except the $13,490,000 held by the RFC, and getting a first lien on the 
collateral on which they then had a second lien which was held by the trustee 
under the indenture pursuant to which the August 1 notes had been issued. 
Another condition was the obtaining from the Interstate Commerce Commission 
of all such approval as might be deemed necessary by the Legal Division of RFC. 
I now tender a copy of the RFC letter of February 19, 1944. On the basis of that 
letter we continued our buying of the August 1, 1944, notes in the public market. 


As a result of these operations B. & O. paid off by or on August 1, 
1944, all of its secured notes due on that date except those held by 
RFC. _ It was repeatedly stated before this committee by B. & O. and 
RFC witnesses, as Mr. Snodgrass states above, that RFC had only 
‘“‘a second lien’ on the collateral behind these notes and that this 
operation ‘“‘strengthened”’ its position. Such testimony is not correct. 
The fact is RFC as the owner of $13,490,000 of the August 1 notes 
already held a first lien on the collateral toegether with the owners of 
the publicly held notes. By virtue of this first lien and of the second 
lien held by RFC on the same collateral because of its ownership of 
the November 8 notes, RFC always held the right to the entire equity 
in the August 1 note collateral over and above that necessary to pay 
off the publicly held portion of that note. In fact in paying off the 
publicly held notes, B. & O. deprived RFC of its aliquot portion in 
the available funds used to pay off the other note holders. In consid- 
ering the situation it should be remembered that B. & O. was in no 
position to bargain with RFC. For RFC if it wished could have 
demanded payment of the August 1 notes in their entirety and still 
obtained all of their collateral for placement behind the November 8 
notes. It must be remembered too that B. & O. had diverted with 
RFC’s consent $31,500,000 to purchase of bonds maturing from 1948 
to 2000. All these transactions must be viewed as a whole to de- 
termine whether RFC’s position has been bettered or worsened by the 
1944 plan and preceding events. This will be discussed in more 
detail later. The fact is that RFC’s position was weakened and has 
deteriorated. 


The $12,000,000 bond cancellation 


As one of the last steps in preparing for the bankruptcy in addition 
to diverting $31,500,000 in cash from the RFC debt, B. & O. in 1944 
canceled unnecessarily more than $12,000,000 face amount of its 
system and divisional first mortgage bonds which might have been 
used for the benefit of RFC. Of these bonds, $3,409,150 face amount, 
were system first mortgages held in B. & O.’s own treasury and pur- 
chased with other than sinking-fund money, so that the company 
was under no obligation to cancel them in accordance with the debt- 
retirement provisions of the 1938 plan. A much larger amount, 
$8,989,000 face amount, were held in the treasury of the New York 
Transit & Terminal Co., Ltd., a wholly owned subsidiary of B. & O. 
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These bonds had been bought in 1943 by New York Transit, also with 
other than sinking-fund moneys, so that again B. & O. was under no 
obligation to cancel them in accordance with the 1938 plan. How- 
ever, these latter bonds were ‘‘bought” in the late summer of 1944 by 
B. & O. from its wholly owned subsidiary with sinking-fund money 
and canceled in accordance with a decision reached at a B. & O. 
directors meeting on August 16, 1944. The following exchange with 
respect to this purchase “took place during the hearings between the 
chairman of the committee and President White: 

The CHarrMan. * * * so that until the meeting of August 16, 1944, at 
which it was decided to have B. & O. buy these bonds with sinking-fund money 
from its wholly owned subsidiary, these bonds were held in the treasury of a 
company in the B. & O. system without any obligation to cancel them. 

Mr. Wurre. Well, I think that is probably a recital of about the facts. * * * 
No reason was given for B. & O.’s “purchase” of the bonds from New 
York Transit. Presumably the “purchase” and the cancelation of all 
the bonds was dictated by the interest of the B. & O. management 
in setting the stage for the reorganization plan which it was to present 
to its bondholders the following month. 

These bonds, which were canceled, could have been used to the 
advantage of RFC in a number of ways. They could have been 
sold and the proceeds applied to a reduc tion of the REC debt. They 
could also have been given to RFC as additional collateral for its 
loans. By canceling the bonds, as was done, RFC was deprived of 
the benefit it might have received from B. & O.’s ownership of so large 
a block of its own bonds. 

Although B. & O. was legally bound to cancel the bonds “‘bought”’ 
from New York Transit, after acquiring them with sinking-fund 
money, it is worth noting that it was under no legal obligation to 
allocate this money to the purchase of its outstanding securities rather 
than to its RFC debt. B. & O. could properly have paid the money 
to the RFC which it chose to pay instead to its wholly owned sub- 
sidiary for its own divisional bonds. In fact, all the sinking-fund 
money used by B. & O. to purchase its bonds, which were thereafter 
sanceled, could have been applied directly to its RFC debt. Mr. 
Dean, B. & O.’s special counsel, can be given the last word on this 
point: 

The CHarrMan. * * * Was there any legal prohibition in the 1938 decree 
against the B. & O. using the sinking-fund moneys as payments to RFC to reduce 
B. & O.’s debt to RFC? 

Mr. Dean. I believe that could have been done in the discretion of the board 
of directors. 

The unnecessary ‘purchase’ and cancelation of these bonds 
diverted moneys, in addition to the $31,500,000 previously noted, 
from payment of the KFC debts. This, of course, helped to make 
more plausible the allegation that B. & O. was unable to meet its 
RFC debts. Without this allegation the power of the court could not 
be invoked in effecting the se¢ ‘ond reorganization plan. 


RFC yields to the insurance companies 


Mr. Snodgrass’ prepared statement read as part of his testimony 
before this committee recites: 


As soon as convenient thereafter—that is, May 12, 1944—TI began discussions 
with representatives of insurance companies and savings banks in New York 
which held large amounts of our bonds. The first and most important question 
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was maturity dates. There was considerable difference of opinion and in fact 
disagreement. However, the principal maturity dates in the early drafts of the 
adjustment plan were Reconstruction Finance Corporation notes, January 1, 
1955; first-mortgage bonds in the principal amount of approximately $144,000,000, 
July 1, 1970. The maturity date of the new southwestern division bonds was set 
as July 1, 1975; the P. L. E. bonds was November 1, 1975; and the Toledo-Cin- 
cinnati division bonds was July 1, 1980. Those maturity dates were not, as I 
said, sufficiently extended to suit one in particular of the holders of a large amount 
of our bonds. The representative of another holder of a considerable amount was 
in favor of nearer maturity dates. Under the circumstances, I went to see Com- 
missioner Mahaffie of the Interstate Commerce Commission and told him of the 
disagreement between our bondholders as to maturity dates. After looking at 
the schedule of proposed maturities, the Commissioner told me that, while he 
could not speak for his brethren or himself as a Commissioner, it was his personal 
view that the RFC and the first-lien bond issue maturity dates were all too near, 
I then took up with the Reconstruction Finance Corporation the question of a 
later maturity date on the new obligations that they were going to get and like- 
wise with the representatives of the banks and insurance companies. As a result 
the RFC maturity was made January 1, 1965, and all of the others which I 
mentioned were made 5 years later than the dates in our earlier drafts, 


(It should be noted that Mr. Snodgrass does not repeat here his 
court testimony about the ‘‘genesis”’ of the plan.) 

The unidentified bondholders who were dissatisfied with the exten- 
sion of RFC’s maturities to the year 1955 and wanted a longer ex- 
tension were certain insurance companies. 

There is set forth here the text of a memorandum on this subject 
prepared by committee counsel, and which appears in the record of 
the committee hearings for May 22, 1947. 


The RFC letter of April 6, 1944, which was drafted by Mr. Snodgrass of the 
B. & O., provided for an extension by RFC of B. & O.’s 1944 notes to January 
1955. The date to which the notes were to be extended was, of course, deter- 
mined by the extension of the RFC Act which prohibited the extension or renewal 
of RFC loans beyond 1955. It was not until September 1944 that RFC agreed 
to the extension of the B. & O. notes until 1965 in the guise of the purchase of 
B. & QO. collateral trust bonds maturing in that year. The circumstances in 
which RFC involved itself in a violation of the extension section if its act are 
worth the consideration of this committee. 

The circumstances of RFC’s decision to extend the loan beyond 1955. were 
brought out in the hearing before this committee on April 29, 1947. The wit- 
ness being questioned being Mr. W. W. Sullivan, the head of RFC’s Railroad 
Division. 

“he CHAIRMAN. Were you at all surprised that the B. & O. was not satisfied 
with an extension of the RFC’s maturities to 1955, but rather that they wanted 
it extended to 1965? 

* * * ~ * x « 
“Mr. Sutuivan. I did not know that the B. & O. were dissatisfied with it. 
“The CHarRMAN. Who was it that wanted it continued to 1965? 

“Mr. Suuuivan. I have a hazy recollection of the conversation to the effect— 
and I may be wrong—that it was the insurance companies’ thought that we made 
too near a maturity in 1955, and thought that the plan might not be acceptable 
unless we extended it to 1965. 


“The CHarrRMAN. Did the insurance companies interpret the RFC as a perman- 
ent lending body? 


“Mr. Sutiivan. They were not interpreting this for our benefit. They were 
interpreting it as much for their own. 
. * * ~ 
“The CHarRMAN. How would you explain it? 
“Mr. SuLiivaAN. It was that if the B. & O. wanted the insurance companies to 
go along with the plan they ought to extend the RFC maturities. 
“The CHAIRMAN. Pro bono who?’ For the good of who? 
“Mr. Sutiivan. I say the insurance companies. 
* * k * + * * 
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“The CuarRMAN. And who was it that advised you that the B. & O. was seeking 
an extension 10 years longer than 1955? 


* * ~ * * * * 
“Mr. Sutirvan. Mr. Snodgrass advised us in the office of Mr. Frank C. Wright. 
* + + * * ~ + 


“The CuarrMANn. What did Mr. Snodgrass say, ‘Gentlemen, I have some sad 
news to break to you’? 

“Mr. Sutuivan. I do not know that he said it that way. 

“The CHarrMAN. How did he put it? 

“Mr. SuLiiIvAN. I imagine he simply said that, if we get this plan through, we 
will have to meet the demands of certain interests that the RFC loan be extended— 
I mean that the maturity be extended. 

“The CHarRMAN. Did he put that in the form of a letter, or orally? 

“Mr. Sutuivan. No. As I remember it, it was all in the way of a conversation. 
Later on, I believe that he put it in the form of a letter. 

“The CHAIRMAN. So that the net results of what we have just been talking 
about is that the insurance companies wanted an extension of 10 years longer 
and that is the genesis of it. Is that correct? 

“Mr. Suuuivan. In effect, yes.” (Transcription of hearings, p. 456 et seq.) 

It is clear from Mr. Sullivan’s testimony that RFC’s decision to extend the 
B. & O. loan until 1965 was taken for the benefit of the insurance companies and 
as a result of pressure brought to bear on RFC through Mr. Snodgrass and B & O. 
It is interesting to consider with this fact a later exchange between the chairman 
and Mr. Sullivan: 

“The CHAIRMAN. Who suggested the idea of having the RFC buy B & O. bonds 
maturing in 1965 and then having the B. & O. use the proceeds of this bond pur- 
chase to pay the notes maturing in 1944? 

“Mr. Sutuivan. I do not remember who brought that question up first, but it 
was the consensus of opinion that it would be better to handle this in the way of 
a purchase rather than a refunding. 

“The CHAIRMAN. Who were the minds that consented on that opinion? 

“Mr. Suttivan. It would be our legal section, Mr. Homire, and probably after 
a consulting with other lawyers in the RFC, in discussing the matter * * *.” 
(Transcript of hearings, pp. 459-460.) 

The part played by Mr. Homire, chief railroad counsel for RFC in 1944 and 
1945, deserves some attention in the light of testimony before this committee on 
April 30, 1947. 

“The CHarrMAN. When did Mr. Homire come to the RFC, approximately? 

“Mr. Goop.oe. I do not recall. 

“The CHarrMANn. About September 1942; would that be correct? 

“Mr. FLtetcHerR. About that time, sir. 

“Mr. Goop.ior. About that time, sir. 

“The CHAIRMAN. Did not Mr. Homire come to the RFC from the Prudential 
Insurance Co.? 

“Mr. Goop.og. That is my recollection. 

“The CHAIRMAN. Where did Mr. Homire go when he left RFC some time in 
the spring of 1945? 

“‘Mr. GoopLogr. He went with the Davis, Polk, firm in New York. Davis, Polk, 
Wardwell and something. 

“The CHarrRMan. Davis, Polk, Wardwell, Garner & Reed. Are you aware that 
that law firm is the counsel for the Prudential Insurance Co. in a number of the 
larger railroad reorganizations in which Prudential is interested? 

‘Mr. Goop.og. I do not know that. I know that it is one of the outstanding 
big law firms in New York City. 

“The CHAIRMAN. I will confirm that. 

“Mr. Goop.Loe. I would not be surprised. 

“The CHAIRMAN. * * * you hear also, did you not, Mr. Sullivan testify 
yesterday, that it was the insurance companies, and Prudential has a large in- 
terest in B. & O.’s bonds, as is shown in the record, that wanted the RFC to take 
bonds maturing in 1965 instead of 1955. 

“Mr. Goop.og. Yes. I know that. 

“The CHAIRMAN. So it comes down to this, does it not, that the RFC’s decision 
to grant this request and take bonds maturing in 1965 was based on a memoran- 
dum opinion of a lawyer who came to the RFC from the Prudential Insurance Co., 
who would benefit directly from the decision and who since he left the RFC has 
been in the employ of the law firm that represents the Prudential. 

* * * * * . * 
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‘Mr. Goopuiog. The facts (are) as you stated them; anyone can draw whatever 
conclusion they wish from that.”’ (Transcript of hearing, pp. 523-524.) 

The testimony of Mr. Sullivan and Mr. Goodloe, when taken together, gives the 
icture of RFC being maneuvered into a violation of the extension section of the 
FC act for the benefit of the B. & O.’s insurance company creditors and on the 

advice of their chief railroad counsel who came to RFC directly from one of the 
principal insurance companies involved and who went from RFC to a law firm 
representing that same insurance company. 


This agreement by RFC in September 1944, to extend to 1965 
makes clear that at the May 12, 1944, conference Mr. Jones had not, 
as subsequently contended by B. & O. , refused finally and cone lusively 
on behalf of RFC to better the terms of the April 6 letter. We now 
see that RFC instead of playing the obstinate role reported by the 
B. & O. witnesses increased by 10 years or doubled the period for 
which it would extend B. & O.’s debts. And once again it is to be 
noted that RFC was persuaded to agree to this illegal extension by 
one of its officials who both before and after the transaction was the 
representative of a private interest which was benefited thereby. 
REC itself received no additional benefit from this act under which 
it doubled the life of its already very heavy risk. 


The plan is announced 
Mr. Snodgrass’ narrative continues: 


When the plan was practically in final form following many, many discussions 
and conferences resulting in changes of earlier dra‘ts, a copy was submitted to 
the RFC by letter dated September 13, 1944. * * * 

By letter dated September 19, 1944, the RFC indicated its approval of a plan 
along the lines of the draft and agreed to buy collateral trust bonds to be issued 
pursuant to a plan along those lines to refund the August 1 and November 8, 
1944, notes. 

Thereafter we secured the necessary assurances of acceptance to enable us to 
file our application with the Interstate Commerce Commission. That applica- 
tion was filed December 4, 1944. The hearing before the Interstate Commerce 
Commission was held January 3-4, 1945. At that hearing, the RFC appeared 
through Messrs. James L. Homire and W. M. Fletcher, Jr. Other appearances 
are as noted in the record of that hearing. 


Colonel Anderson resigns 


The above recital of Mr. Snodgrass omits the fact that on September 

1944, only a few days after the public announcement of the plan, 
Col. Henry W. Anderson resigned as B. & O.’s special counsel. His 
letter terminating his services was pointed. It follows in part: 


26, 


It was stated in effect by the management that if the plan with these shorter- 
term extensions was approved and put into effect, they had every reason to 
believe that within the period of 5 years the secured notes could be retired or 
reduced to an amount which could easily be refunded upon the security of the 
collateral pledged thereunder, and that the RFC loan or so much thereof as was 
not retired in the meantime could readily be renewed or extended at maturity. 
This view found further support in the known policy of RFC never te use obliga- 
tions of railroads to force them into bankruptey. The court predicated its ap- 
proval of these provisions of the plan upon these assurances. (See opinion Oct. 9, 
1939, pp. 37-38.) 

The expectations of the management as to the results of the operation of the 
plan and improvement in the position of the company have been more than 
realized. Published reports indicate that the company has, since the plan became 
operative, been able to purchase for retirement large amounts of its funded debt; 
that the secured notes ro retired on August 1, 1944, with the exception of 


$13,000,000 held by RFC ‘h are, of course, abundantly secured; and that the 
position of the RFC loan ae we en greatly strengthened by the improved financial 
position of the company and the increase in the value of its collateral. 


* * * * * * * 
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I observe from the press that a plan has now been announced for the further 
readjustment of the capital and interest charges of the B. & O. through proceed- 
ings under chapter XC of the Bankruptcy Act. I understand that the jurisdic- 
tional allegations required for this proceeding will be based upon the alleged 
inability of the B. & O. to meet, or effect a renewal or extension of, the obligations 
to RFC issued under the aforesaid plan of August 15, 1948. 

In view of my connection with the negotiation of the former plan and the pres- 
entation thereof to the court, and especially of the representations then made and 
accepted by the court as a basis for its action as aforesaid, 1 am constrained to 
feel that my continuance as counsel for the company in these circumstances could 
not fail to cause me embarrassment. I might add that since I have not been 
consulted by or requested to render any service to the company for some time past, 
I assume that my services as counsel are no longer required. I certainly do not 
desire to continue to accept a retainer from the company unless I can render to it 
services commensurate therewith. In these circumstances, I feel constrained to 
request that the existing arrangement be terminated and the retainer discon- 
tinued on October 1, 1944. 

The minutes of the April 21 meeting, as shown in the verified copy, 
include the following language: 

Whereas, in the judgment of the board of directors of this company, the amount 
of working capital which would be adequate and requisite for the purpose of the 
company should not be less than $6,225,000 * * = *, 

The minute book of the B. & QO. directors’ meetings, however, 

omits the above language even though the existence of that language 
is certified to and authenticated as part of the original April 1943 
minutes as late as December 8, 1943. Mr. May was asked: 
The CHarrMan. * * * Will the committee be correct in concluding that 
you authenticated this minute on or around a reasonable time after December 8, 
1943, and that at that time it had not been suppressed, it was a live paper, a 
part of the records? 

Mr. May. Yes. 

The CHarrMan,. Is the answer ‘‘Yes?” 

Mr. May. Yes. 

The question, therefore is, Was the minute book itself altered 
after December 8, 1943, or was the April 21, 1943, minute as it now 
appears in the minute book a correct copy of the actual resolution? 

To answer the latter question first, it is obvious that the minute 
book could not have contained on or before December 8, 1943, a 
correct copy if Mr. May’s copy is an authentic one. Mr. May’s 
certified copy would necessarily have to be authenticated by reference 
to the actual minute book. In fact his copy reads at the bottom: 
“T hereby certify that the above extract is a true copy from the 
minutes,”’ and is signed “George F. May.” Mr. May was a B. & O. 
employee for 52 years, and he was secretary from February 1, 1929, 
to December 31, 1944. His probity is unchallenged. The committee 
has heard him testify. His testimony was direct and explicit. It is 
not believed that he made a false certification or testified before it in 
any but a straightforward manner. 

The “explanation” of Mr. Snodgrass may be disregarded in view 
of the following testimony: 


The Cuatrouan. Is the language of that authenticated minute not to be found 
in the minute book? 

Mr. SnopGrass. The whereas clause that you read there is not in the B. & O. 
minute book which you have shown me. 

The CHatRMAN. Why is not the language there? 

Mr. SNoperass. I do not know. If you want me to speculate, I would be 
glad to do that. 
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Both NL. Snodgrass and Mr Ba ix<hages, who jo) ed B. & O. in 
1944, thereafter “speculated”’ that tae certified minute was in the 
latter’s words “simply a mistake,’’ and 
is not a true copy of the final action which is represented only by the minutes of 
the April meeting as revised and confirmed at the May meeting. 

There is one difficulty in assuming that Mr. May made ‘“‘a mistake.’ 
General Solicitor Clay also made the same ‘mistake.’ In a memo 
randum to Mr. Snodgrass dated October 15, 1943, 6 months after the 
April 21 meeting, Mr. Clay wrote in part: 


The minutes of the April meeting of the B. & O. board 1 


“The president pointed out that, by reason of the volium r pusi 
the company is now handling, working capital over and above current obligations 
and taxes pavable during the vear should be not 
afore-mentioned estimated remainder of $6,219,436.’ 

There is a recital in the resolutions which follow this, viz: 


Whereas, in the judgment of the board of directors of this company, the amount 


of working capital which would be adequate and requisite for purpos f the 
company should not be less than $6,225,000. * "?? 


The existence of the April 21 minute in the form certified by Mr. 
May is therefore corroborated as late as October 15, 1943, by Mr. 
Clay’s memorandum. 

It would seem strange that Mr. Snodgrass, the financial vice presi- 
dent, did not correct Mr. Clay by advising him the minutes were incor- 
rectly quoted by him if they were in fact incorrectly quoted. Yet 
no such advice can be found in the files, nor is it credible that Mr. 
Snodgrass would have been unmindful of such an important ‘error.’ 

Perhaps the best explanation of Mr. Snodgrass’ failure to correct 
Mr. Clay is that he himself wrote or authorized his secretary to write 
on a copy of the April 21, 1943, mimutes, after, in Mr. Snodgrass’ 
words, the minutes had ‘‘come to me,” the notation: “Okay, | kgs 
These “okayed” minutes contain the language certified by \ 
and referred to by Mr. Clay. It cannot be believed that S \ 
May, General Solicitor Clay, and Vice President Snodgrass all made 
the same identical mistake about the minutes of the meeting of April 
21, 1943. 

The evidence indicates that the working-capital minute was altered 
after December 8, 1943 as part of the precautionary measures taken 
by some unidentified person to remove from B. & O.’s official i rd 
any suggestion that the company could get along on less working 
capital than the $35,000,000 existing when the ICC tried 
and the $68,000,000 existing during the course of t 
proceedings 

The significance of the altered working-capital minute is not hard 
to discover. Before the ICC in Jan iary 1945 an opposit On bond- 
holder, contended that B. & O. could apply $30,000,000 of its October 
31, 1944 net working capital of $36,000,000 to payment of the RFC 
debts. The April 21 minute tn its original form, had it been discovered 


would have supported this contention. (gain before the distri 

. “1 =< 4 . , . . o. . ‘ } 
court a slmuar contention Was made. Both Limes 1t Was rejected on 
the basis of testimony by Mr. Snodgrass and other who insist ‘d that 
B. & O. was unable to apply anv part of its working capital to meeting 
the RFC debts. Yet the unaltered April minute would have com 
promised this testimony, indies ing ns it did that th B. & O. board 
thought the company could be safely operated the middle of the 


war year 1943 with a working capital of only $6,000,000. 
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Further support for this conclusion is furnished by the following 
table illustrating the history of B. & O.’s ratio of net working capital 
to its total fixed charges and interest payments for the year ends 1925 
to 1946, inclusive: 


Table illustrating increase in company’s ratio of net working capital to total of 
fixed charges and dividends paid, 1929-46 














; , Ratio of net 
Vear as of Dee, 31 Net working Fixed Dividends | Total of (2) | working capi- 

— ee capital charges ! paid 2 and (3) | ta Ito tota 

payment 

(1) | (2) . (3) (4) 

| Percent 
ome..«... oes seedenedcccnacaccal SORE 1 Eee $12, 400, 000 $42, 500, 000 62 
1926. _ -- a 30, 000,000 | 32, 100, 000 14, 200, 000 46, 300, 000 65 
1927_- vs? : 23, 300,000 | — 29, 000, 000 16, 100, 000 45, 100, 000 52 
1928 ; ae 23, 400,000 | 30, 000, 000 18, 500, 000 48, 500, 000 48 
1929. mae 36, 500,000 | 31, 000, 000 21, 200, 000 52, 200, 000 7 
1930. .... anita: — 2,400,000 | 32, 200, 000 12, 600, 000 OEE faces onscknwons 
Ps ssiecden es ae —25, 700,000 | 33,100,000 |.............- | ) . |) == 
Va ihoncts rat 12,000,000 | 33,400,000 |_._....___-- és 33, 400, 000 39 
fi 2 | 4,700,000 | 32,300,000 }_.......__._.. | 32, 300, 000 15 
1934. 3 5g ; ‘it 4, 600,000 | 32,600,000 |__..._..___.-. 32, 600, 000 14 
1935 a z ne, 3,400,000 | 32,900,000 |__._..._.___._| 32, 900, 000 10 
1936_..- ‘ 3,000,000 | 32,200,000 |_..._..______. | 32, 200, 000 9 
1937. —100,000 | 32,200,000 |_......_...... SAD Ne esawnsces<= i 
1938... | —4, 800, 000 PE RE £5223 con Sanus e< | BES Bac onss<.-50- ‘ 
1939. 4 6, 300, 000 31, 600, 000 |__ ..| 31, 600, 000 20 
1940. ___- < -| 11,000,000} 31,500,000 |.-...-..._.--_| 31, 500, 000 35 
1941__- 5,100,000 | 31,200,000 |-..._-...._-| 31, 200, 000 16 
108. ca 7 : 19, 100, 000 Se PE Nei csgecnaeesee | 28, 300, 000 | 67 
18......... was 38, 900, 000 27, 400,000 |..............| 27,400,000 142 
044. . x4 ; 41, 200, 000 26, 500, 000 |...__.- ...--| 26, 500, 000 155 
1945, July 31 atten 51, 200, 000 26, 700, 000 |..............| 26, 700,000 192 
1945, Dee. 31 68, 100, 000 TE Fee Nie wwxesZevioae<d 26, 700, 000 251 
1946... 2 56, 900, 000 } 26, 700, OOO j_....... | 26, 700, 000 | 213 


! Actual fixed charges, including contingent interest, paid or accrued in the 12 months following the year 
end in question. 

2 Actual dividends paid in the 12 months following the year end in question. 

3 Estimated. 


It is pertinent to note from this table that B. & O. at the end of last 
vear, 1946, had $33,500,000 more net working capital than it had at 
the beginning of the vear 1929. But even more to the point is the 
fact that B. & O. was safely operated for 9 out of the last 16 years with 
less than $6,000,000 of net working capital. This would indicate 
that $50,000,000 of B. & O.’s 1945 working capital could safely have 
been applied to reduction of the RFC debt even without the evidence 
to that effect of the altered minute. Had this been done, and the 
$31,000,000 of diverted funds together with other resources, been so 
applied also, RFC today would be 100 percent paid off. The feasi- 
bility of such a repayment furthermore was testified to before this 
committee by Robert R. Young, a formidable financial expert in view 
of his long record of successful association with the du Pont and 
General Motors Corporations, and his chairmanship of the Chesapeake 
& Ohio Railway system. 

Whoever altered B. & O.’s minute knew its significance. Un- 
fortunately the district court was kept in ignorance of the minute, as 
was the ICC. 


The RFC aids B. & O.’s solicitation 

On March 12, 1945, the ICC, as previously noted, issued its report 
and order approving issuance of the new securities proposed by the 
B. & O. plan. Active solicitation of assents from approximately 
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80,000 security holders owning the affected bonds was thereafter 
begun by B. & O. Ultimately, some 39,000, of them assented to the 
plan in the amounts required by chapter 15 before such plans could 
be made effective by court approval. Over two-thirds of each class 
of affected security assented, the percentage of assents by classes 
ranging from 67 to 86 percent, excluding the RFC debts, which were 
100 percent assented. This successful solicitation was marred, how- 
ever, by a serious misrepresentation to which RFC was a party, and 
by other questionable B. & O. methods. 

All bond interest made contingent under the 1938 plan auto- 
matically became fixed again, under article V of that plan— 

if the Company shall not pay or extend or renew, within 6 months after their 


respective maturities as provided in the plan or as further extended, the notes 
i KF 2%, Fi @ 


if and when, after the consummation of the plan, a petition, or answer admitting 
the allegations of a petition, shall be filed by the company under any provision 
of the Bankruptcy Act or other similar law at the time in force. * * 

Since the $13,490,000 of secured notes due August 1, 1944, held by 
RFC were neither paid, extended, nor renewed by January 31, 1945, 
6 months after August 1, 1944, a default under the first provision 
above quoted of the 1938 plan took place. The $72,000,000 in RFC 
notes due November 8, 1944, likewise were not paid, extended, or 
renewed by a date 6 months after their maturity, May 8, 1945. 

The second default provision quoted above was also brought into 
play by B. & O.’s filing, on December 4, 1944, its petition with the 
ICC for approval of the issuance of the new securities and for the 
making of the findings required by chapter 15 of the Bankruptcy Act. 

There can be no question that the bond interest made contingent 
under the 1938 plan became fixed by reason of the above acts. Yet 
B. & O. in its letter of solic ‘itation to the bondholders dated March 24, 
1945, told them the interest “is now contingent”? and withheld from 
them the fact that it had become fixed by reason of the operation of 
the default provisions. Since the 1944 plan again made this interest 
contingent, unwary bondholders did not know they were losing a 
valuable right, then held by them, to fixed interest, and assumed since 
the interest was ‘‘now contingent”’ that there was no change in their 
status, 

Mr. Snodgrass was very much alive to the significance of these 

matters. B. & O. counsel, in justifying the representation made, 
alleged that RFC’s consent to the B. & O. plan had the effect of an 
extension of its notes, and that— 
we do not regard the word “bankruptcy” in that plan (the 1938 plan) as including 
chapter 15 proceedings. 
Since chapter 15 was a part of the Bankruptcy Act, the latter state- 
ment may be disregarded. As for the first defense, it ts sufficient 
to note that by letter to B. & O., dated September 19, 1944, RFC 
expressly stated that its assent to the 1944 plan “‘did not extend’”’ 
its loans. 

On May 31, 1945, the ICC issued its report and order in Finance 
Docket 14806 approving the “purchase” by RFC of the new bonds 
to be exchanged for RFC’s loans. The report at page 2 referred to 
RFC’s notes and stated that. - 

Since maturity the obligations have been carried in default. 


This of course, removed the ground of B. & O.’s defense. 
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Vice President Snodgrass immediately went to work to have the 
damaging language removed from the ICC report. He had been 
prepared for such a contingency, and on May 19, 1945, had written 
on this point to RFC Chairman Henderson. The Chairman had 
obligingly written back under date of May 21, 1945, that the B. & O. 
notes held by the Reconstruction Finance Corporation “are not 
regarded by this Corporation as being in default”? because of previous 
RFC letters to B. & O. and the fact that interest was being paid. 
Mr. Snodgrass and the RFC both sent copies of this letter to the 
ICC, which thereupon issued a “corrected” report eliminating the 
offending language. 

In June 1946, however, RFC reported to this committee the status 
of its various loans to railroads. That official report lists the B. & O. 
loans as “delinquent” with respect to their principal amounts. It 
would seem, therefore, that the B. & O. loans were regarded as being 
in default by RFC a year after it advised the ICC to the contrary. 
Moreover, if they were in default in June 1946 they must have been in 
default a year earlier when the Interstate C ommerce Commission was 
being led to change its finding on that very issue. 

It would seem to this committee that RFC once more had been too 
complacent in dealing with its former employees in the B. & O. 
management and had helped them in misleading B. & QO. creditors as 
to their rights in order to insure that B. & O. could get the assents 
needed to “put over” its reorganization. 

Flow B. ch 0). de alt with its opposition 

Chapter 15, when it was first enacted in 1939, was drawn in such a 
way as to discourage any opposition to a plan filed thereunder. 
Unlike section 77, it made no provision for the filing of a list of the 
names and addresses of affected bondholders with the ICC. Thus 
management alone, had knowledge of the complete roll of voters; 
individual bondholders had none. Furthermore, no lawvers’ fees 
or other expenses are allowable by the court to independent bond- 
holders unless they actually succeed in modifying the management 
plan, despite what other services they may contribute to the pro- 
ceedings. It sould be remembered that the original chapter 15 was 
drafted in 1939 by B. & O. lawyers for B. & O. use. The reenacted 
chapter carried over these promanagement provisions. 

Randolph Phillips, a New York financial consultant, opposed the 
B. & O. bankruptcy petition before the [CC and the courts on the 
ground it was filed in bad faith, that the bankruptcy was “‘synthetic,” 
and that the plan was unfair and inequitable. In 1939 Mr. Phillips 
had called to the attention of the court what he considered a defect 
in the 1938 plan. He stated in a memorandum filed with the court 
that no adequate provision was made in the 1938 plan for meeting 
the RFC maturities in 1944, unless an unexpectedly great boom in 
earnings took iad Judge Chesnut for the district court overruled 
Mr. Phillips’ objection. The 1939 court found, in fact, based on the 
testimony of distinguished witnesses, that the RFC maturities would 
be met in 1944. As a result of his participation in the 1939 proceed- 
ings and his ownership, with members of his family, of $100,000 
principal amount of B. & O. convertible bonds, Mr. Phillips followed 
the course of B. & O.’s finances after 1939 with especial interest. He 
readily admitted in the district court in 1945 that the war against 
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Germany and Japan, with the consequent boom in railroad earnings, 
had made his 1939 apprehensions superfluous. lronically enough, 
however, B. & O., RFC, and the district court all found now that 
Mr. Phillips’ 1939 apprehension was correct. Judge Chesnut wrote 
in his 1945 opinion: 


The 19388 plan has been criticized because it did not foresee and suc sfully 


provide for the present situation. Of course, as the event has proved, it would 
have been wiser if it had done so. 

The B. & O. management in 1945, however, launched a bitter attack 
against Mr. Phillips for his temerity in doubting the good faith and 
equity of the new plan. 

The court administered a mild rebuke to B. & O. for some of these 
tactics, saving, “Some unnecessary personal criticism was made 
by the B. & O. regarding Mr. Phillips.” The district court might 
well have thrown out the B. & O. assents, however, if it had known 
of some additional facts discovered by this committee in B. & O. files. 

As brought out before this committee, Mr. Snodgrass learned of 
the exact number of letters delivered to \’r. Phillips’ private box in 
a United States post office during his campaign for support from other 
B. & O. convertible bondholders. The following is a quotation from 
a memorandum to Special Committee of the Executive Committee, 
written under date of June 19, 1945: 


The names of the persons to whom the Phillips material appealed are largely 


unknown. However, from confidential sources, which I believe to be reliable, 
I can tell you that, since May 24 to and ineluding June 16, he had received 320 
letters and 276 of his so-called proxy eards. Of these, he has received 267 of 
the letters and 241 of the cards since mailing of his May 28 cireular. 


Mir. Snodgrass denied that he had caused somebody to break into 
Mr. Phillips’ office. The ‘confidential sources, which I believe to 
be reliable” were not recalled by Mr. Snodgrass when the chairman 
first asked for this information. Two weeks later, on May 23, 1947, 
Mr. Snoderass allewed the source Was W. R. Bixler, b. W ©.’s “ssist- 
ant treasurer in charge of its New York office. In a letter dated 
June 6, 1947, Mr. Snodgrass finally informed the committee of how 
Mr. Bixler had learned the contents of another person's privat 
post-office box: 


1 talked to Mr. Bixler and learned from him the followi 


yi 
“Tle emploved an a I Representatives of that age y looked fron 
to time through the ela ront of Box 105, Station \ \ York, and notic 
the number of letters therein. When Mr. Phillips ealled for his ‘business rep] 
envelope’ cards the agenev representative would plac mself in a position t 
overhear the postal clerk’s announcement of the amount of money due. He then 
determined the number of ecards received by dividing that amount by 4 cents.” 


Assuming the explanation is a true one—it is curious practice for 
a great company to engage agents to loiter for 20 days in a United 
States post office in an effort to learn surreptitiously what mail is 
being received by a third person. 

Another memorandum in B. « O.’s files is unsigned, unaddressed, 
and undated but refers to a list of transactions by the members of Mr. 
Phillips’ family in B. & O. bonds This memorandum is composed of 
three questions. Next to it in the file is another 


il unsigned, unad- 


dressed, and undated memorandum which repeats these three 
tions but also gives their answers. The text of this follows: 


iues- 


1 


From B. & O. file marked ‘‘7200-29-1: Adj. Plan, Randolph Phillips, Dar 


V. Phillips, Volume ‘B’ 
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Is this an accurate statement of the purchases and sales of Baltimore & Ohio 
Railroad Co. 4}4-percent convertible bonds due 1960 by Halle & Stieglitz for the 
account of Darius V. Phillips? 

The account was checked from December 31, 1939, to date, It was not checked 
between March 21, 1939, and December 31, 1939, beeause the books were in a 
warehouse and unavailable except upon specific request. However, the number 
of bonds shown on the attached list as purchased between March 21, 1939, and 
December 31, 1939, checked with the position at the latter date. 

The following minor differences were noted: 

(1) The bonds bought on March 10, 1942, were purchased at 39%— 
not 39%. 

(2) The 10 bonds sold at 40% shown as sold on March 11, 1942, actually 
were sold on ledger date of March 12. 

In particular have there been any purchases or sales since April 30, 1942? 

No. 

How many Baltimore & Ohio Railroad Co. 4%-percent convertible bonds is the 
Darius V. Phillips account now long? 

Long 100 B. & O. 4%’s of 1960. 

No account was noted for Amy P. Phillips. 

No transaction was noted in B. & O. 4%’s of 1960 for the account of Randolph 
Phillips between December 31, 1939, and December 31, 1945. 


Mr. Snodgrass admitted that he drew up the questions in the above 
memorandum, but he claimed to have no knowledge of who gave him 
the answers. Two weeks later, however, Mr. Snodgrass ‘‘remem- 
bered”’ how the information had come to him: 


The CHatrMan. Mr. Snodgrass, will you kindly give your explanation about 
the Halle and Stieglitz letter? 
‘* 7 7 + - * * 
Mr. SNoparass. * * * That memorandum came to me in the mail in an 
envelope. It is unsigned, and that is the story. 
* * 1 + ao * * 
The CHarrRMAN. So Halle & Steiglitz sent this to you? 
Mr. Snoparass. I do not think so; no. 
The CHarrRMAN. Who do you think did send it? 
Mr. Snoparass. I do not know. 
The CHarRMAN. How did you get it? 
Mr. SNoperass. Beg pardon? 
The CHAIRMAN. You must have known where it came from. 
Mr. SnopaGrass. I do not; I do not. 
* * * * * * 7 


The CuarrMan. All of a sudden you get a letter with a transcript of a very 
private and personal account in it in a 3-cent envelope with no letter about it? 

Mr. Snoparass. That is correct. 

The CHarRMAN. Who was the gentleman that you made that arrangement with 
in Halle & Stieglitz? 

Mr. Snoperass. I did not make any arrangements. 

The CuarRMAN. How would they send to one Snodgrass, out of clear water, a 
statement—that firm is very meticulous and they do not send data out without 
sending a letter, and having a carbon copy of it. 

Mr. Snoparass. They are. 

The CHarrRMAN. You tell us and expect us to believe that all of a sudden you 
got it in a blank envelope? 

Mr. Snoparass. I tell you that, and that is correct. 

The CuarrMan. I hope it is. 

Mr. Snoparass. It is. 


Speaking of this mysterious matter and the post office disclosures 
the chairman stated. 


The CuHarRMAN. You see, it is rather unusual, these things are. You have @ 
good perspicacity, I give you credit for that, and you know it is a very unusual 
thing, without my going into details here and pressing you, to receive a transcript 
of a man’s account in the mail from sources unknown. 

Mr. Snoperass. That is right. 

The CuHarrMaNn. Especially when you were the only man that wanted it. 
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Now, we go to the second question. So here is the post office, sacrosanct, a 
closed book to any outsider, would not tell a man’s address. If you want to get 
the address of Snodgrass or Tobey, they will not give you the street and number. 
You cannot get that. No one in the department, no bank, no institution is more 
meticulous in keeping the public information. And yet Mr. Snodgrass of the 
B. & O., all of a sudden turns up with information about how many replies in the 
sacred precincts of the mail Mr. Phillips had received in response to his com- 
munication to stockholders. 


These things are interesting, but the oracle does not speak. We get no results; 
we simply do not know. But a miracle happened. The age of miracles never 
was, and now is. Here are two of them here. You rub your ring and the Aladdin 
lamp, and the genii can bring many things in the future, based on this. You 
have had wonderful success that the ordinary man does not have. And yet you 
do not know the ways and means. Providence has been kind to you, sir. 

Mr. Snoparass. Yes, sir. 

Another incident in the campaign to break opposition to the 
B. & O. plan was the sending of an “‘investigator’’ to see Mr. Phillips 
a few days before the start of the September 1945 court hearings. 
This ‘investigator’? told Mr. Phillips that persons interested in the 
B. & O. would disclose a fact which they thought would “‘embarrass’’ 
him if he were to appear in court the following week and oppose the 
plan. Mr. Phillips told the “investigator” he would be in court, as 
the record shows he was. The threatened “‘disclosure,’’ incidentally, 
was that Mr. Phillips name had been changed when he was a small 
boy from Moses to Phillips by his mother after she resumed her maiden 
name of Phillips following her husband’s death. 

Mr. Snodgrass admitted on the witness stand in the district court 
that he had instructed B. & O.’s divisional counsel at New York to 
“investigate’”’ Mr. Phillips, but denied before this committee knowl- 
edge of the ‘“‘investigator’s” visit and threat. Moreover, from his 
testimony before this committee, it appears Mr. Snodgrass had caused 
this change of Mr. Phillips’ name to be investigated at length. Indeed, 
Mr. Snodgrass and B. & O.’s general solicitor, F. E. Baukhages, 
circulated this information to various members of this committee in 
an unsuccessful attempt to prejudice the committee against any 
criticism of the B. & O. reorganization, and, in the words of the 
chairman “‘to draw a red herring”’ across the committee’s path. 


SEC threatens B. & O. with an injunction 


Due possibly in part to the fact that the stock and bond markets 
generally were rising, carrying B. & O. securities upward on the tide, 
the company was able by July 2, 1945, to obtain sufficient assents to 
its plan to file its petition in the district court. B. & O. security 
holders apparently thought the rising market was an indication of the 
soundness of the plan. The prices of these securities in many cases 
rose beyond the average for similar securities. Prior to announce- 
ment of the plan the prices had been more depresse od than the averages. 

The only bondholders with whom the B. & O. was experiencing 
difficulty were the owners of the convertible bonds. This was due 
undoubtedly to the fact that these bondholders made the chief sacri- 
fices under the plan, being asked to surrender a completely fixed- 
interest bond, due 1960, for a completely contingent-interest bond, 
due 2010. Mr. Phillips warned the convertible bondholders of these 
facts in his opposition literature and emphasized that in his judgment, 
the stockholders were the chief beneficiaries of the plan and were not 
compensating the convertible bondholders adequately for the rights 
to be surrendered. 
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In these circumstances a contest for the convertible bondholders as- 
sents developed. In the course of this contest B. & O. in one instance 
ran afoul of the SEC rules prohibiting solicitation of assents by means 
of false and misleading statements. On July 7, 1945, 5 days after 
filing of B. & O.’s opines in court but 3 davs before the court hear- 
ing, Harry Heller, Assistant Director of SEC’s Corporation Finance 
Division, wrote B. & O., attention of Mr. Snodgrass, with regard to a 
company letter dated June 25, 1945, addressed by President White 
to the convertible bondholders. There follows the first paragraph of 
this SEC letter: 

This is to advise you that unless steps are taken by the company to mail to all 
persons receiving the June 25 letter referred to above, a new letter correcting the 
statements contained in such letter enumerated below, which in the opinion of 
this division are materially misleading, and to afford to all owners of convertibles 
who assented to the adjustment plan of the issuer on and after June 28, 1945, an 
opportunity to revoke or affirm in writing the assents so given, this division wil 
recommend to the Commission, that appropriate steps be taken to enjoin the 
issuer from using such assents until corrections are made and an opportunity 
given for revocation or affirmation in writing of such assents. 

The SEC threat to obtain an injunction created a crisis for B. & O. 
in view of the imminence of the court proceedings 3 days later. How- 
ever, by means undisclosed in B. & O.’s files, Mr. Snodgrass was able 
to ward off the injunction threat and also to withhold issuance of a 
correcting letter until August 4, 1945, 3 weeks after the termination 
of the July court proceedings. The SEC did not make public. its 
letter, and therefore the court was kept in ignorance of the fact that the 
SEC regarded some of the B. & O. assents, on which the court’s 
jurisdiction rested, as having been obtained by misleading means. 


The ‘lily’ letter 


On June 28, 1945, Vice President Snodgrass wrote Arthur Dean, 
special counsel in charge of B. & O.’s bankruptey case, the following 
letter: 

Dear ArtTHUR: I am enclosing a copy of a plant and of the bud which we 
grafted on it with a view to producing a flower, lily white in color, bold in design, 
and seductive in fragranee, instead of the burs and beggars’ lice which the plant 
was intended to bear. 

RUSSELL. 

Since this letter was found in a B. & O. file marked “Adjustment 
Plan, Counsel’”’ and preceded by only 4 days the filing of B. & O.’s 
bankruptcy petition on July 2, 1945, in the district court, the commit- 
tee was curious to ascertain the meaning of the various allusions. 

Mr. Snodgrass’ memory completely failed him when he was asked 
what he meant to convey by his letter and to whom it referred. 
Later an explanation was offered by Arthur Dean that Mr. Snodgrass’ 
letter referred to another letter he had written to a B. & O. bondholder 
answering criticism of the plan. Whatever the letter may have been 
intended to signify, it is difficult to understand why Mr. Snodgrass 
should have written of putting a “lily-white” color on an action which 
was supposedly free of deception or of having created something “bold 
in design’”’ in reply to a letter from the owner of a few B. & O. “bonds. 


The July 1945 hearings in the district court 

On July 10, 1945, the first hearing was held in the Special United 
States District Court for the District of Maryland on the petition in 
bankruptcy filed by the B. & O. 8 days earlier. The court consisted of 
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Senior Circuit Judge John J. Parker, Cireuit Judge Armistead Dobie, 
and District Judge W. Calvin Chesnut. These same three judges 
had sat in the 1939 case. 

Mr. Phillips filed an affidavit calling attention to the discrepancy 
in B. & O.’s 1945 position as compared with 1939, when it alleged no 
bankruptcy would follow in 1944, and also listed the large net profits 
subsequently earned by B. & O. He also called attention to the 
working capital position of B. & O. and the collateral behind the 
RFC loans to indicate that B. & O. was fully able to meet its RFC 
debts. 

The record shows that Judge Parker, as presiding justice, was 
somewhat skeptical of B. & O.’s good faith. However, the tactic used 
by B. & O.’s chief witness, Mr. Snodgrass, was to answer every ques- 
tion pointing at good faith with sworn testimony that seemed to be 
unassailable. 

Later events made clear that at least six specific acts of bad faith 
by B. & O. were committed during the July hearings: 

1. When President White and Vice President Snodgrass were asked 
if anybody had raised with Jesse H. Jones the question of good faith 
at the May 12, 1944, conference they testified: 

There was one person—and I have forgotten who said it—that your failure 
to extend this loan would result in someone questioning the good faith of your 


Corporation * * * (testimony of Russell L. Snodgrass, p. 108 of July 
hearings). 


I think it came about by a statement on the part of someone on our side that 
that question was one that had to be considered. I don’t think I remember 
just who raised the question (testimony of Roy B. White, pp. 228-9 of Ju 
hearings). 

The person whose name was “forgotten” by Mr. Snodgrass and 
which President White also did not ‘remember’ was Cassius M. 
Clay. It seems highly unlikely that both the president and the vice 
president could have failed to remember the name of their own 
general solicitor. This simultaneous failure of memory prevented 
Judge Parker’s court from learning of Mr. Clay’s objections to the 
bankruptcy proceeding. 

2. Colonel Anderson’s resignation was also not revealed to the 
court. Since Mr. Clay had represented the RFC and Colonel Ander- 
son the B. & O. in the 1939 court proceedings, and both challenged 
the good faith and necessity of the second bankruptcy petition, 
Judge Parker’s court should have been informed of their position. 

. Mr. Snodgrass failed to reveal the authorship and circumstances 
of the April 6, 1944, letter ostensibly written by RFC Chairman 
Henderson to Mr. Snodgrass. ‘This letter formed the legal basis of 
the entire bankruptcy proceeding. As more fully dise ussed in report, 
Mr. Snodgrass himself drafted this letter, and gave testimony before 
Judge | -arker’s court which concealed the existence of his drafts. 

4. President White and Vice President Snodgrass omitted from 
their testimony any mention that the idea of putting B. & O. through a 
second bankruptcy in 1944 originated in 1942. They both testified 
that the plan originated in 1944, and Mr. Snodgrass specifically 
— that not one word of it was written until after May 12, 1944. 

The B. & O. was directed by Judge Parker to produce all memo- 
rt ind of its conversations with the RFC on the question of meeting 
the 1944 debts. Only one memorandum, a page and one-half long, 
written by Mr. Snodgrass, was produced. None of the extensive 
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memoranda to General Counsel Cornwell by General Solicitor Clay 
was produced, although they were in the law department files. These 
memoranda branded the reorganization as ‘shady’ and one that 
would lead to ‘‘a national scandal.”’” They also are crowded with facts 
material and relevant to the issue of good faith. 

6. The court was not told that as late as April 21, 1943, B. & O.’s 
directors had gone on record that $6,225,000 of net working capital 
was adequate for operation of the company. Instead Vice President 
Snodgrass testified that ‘“‘none’’ of its $35,000,000 in net working 
capital, as of April 30, 1945, could be used to reduce its RFC debts. 

Other matters about which Judge Parker’s court did not know were 
the SEC’s injunction threat, the various alterations of the minutes, the 
invasion of Mr. Phillips’ private post-office box, and the various 
conversations of Mr. Snodgrass as reported by Mr. Clay, such as the 
one on the necessity of a 1944 bankruptcy in order to avoid the 
consequences of an unfavorable change in the RFC due to the 1944 
presidential election. 

It is little wonder that in the absence of the above evidence the 
court accepted Mr. Snodgrass’ testimony and thereafter on July 11, 
1945, entered an order finding, among other things, that B. &. O.’s 
petition was filed in good faith. It should be noted that using the 
order as proof of its good faith, B. & O. solicited further assents to its 
plan, and secured a sufficient number from reluctant convertible 
oe to meet the statutory requirements for approval of its 
plan. 

Judge Parker, before recessing court, announced that the entire 
question of good faith would be gone into more fully at hearings on 
the merit of B. & O’s plan to be held on September 17, 1945. Two 
days before those hearings began Mr. Clay resigned as general solicitor 
of B. & O. In his letter of resignation which was made public he 
denounced the bankurptcy proceeding as “unsound legally and 
morally.” 

Before the district court reconvened, and before he could consider 
the import of Mr. Clay’s resignation, Judge Parker was removed from 
the case, having been appointed by President Truman as alternate 
United States judge on the War Crimes Commission sitting at Nurem- 
berg, Germany. 


The September 1945 court hearings 


On September 17 to 21, 1945, hearings on the merits of B. & O’s 
petition and plan were held before the special three-judge court at 
Baltimore. Circuit Court Judge Morris A. Soper presided in place of 
Judge Parker, the other two judges were Jude Dobie and Chesnut, 
as at the July hearings. B. & O’s list of counsel was again headed by 
Arthur Dean. Edwin Sunderland and J. L. Homire of Davis, Ward- 
well, Sunderland & Kiendl, New York, appeared as special counsel for 
RFC, but after making an opening statement failed to participate in 
any other way in the proceedings. Counsel also appeared on behalf of 
the trustees for the various affected bond issues, but otherwise did not 
participate in the trial. In opposition to B. & O. appeared Mr. 
Phillips and two counsel from St. Louis, Mo., Harold C. Ackert and 
John W. Giesecke, who represented two small holders of first mortgage 
and refunding bonds. 

Following the opening of the hearings on September 17, counsel for 
B. & O. produced for the first time the memorandum written by 
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Mr. Clay on the May 12, 1944, conference. (Judge Parker, it will be 
remembered, had in July directed B. & O. to produc e all memoranda 
relating to this conference. Mr. Dean stated that counsel had not 
known of the existence of the Clay memoranda prior to the resigntaion 
of Mr. Clay, though it was in B. & O’s files all the time.) However, 
counsel detached and did not offer certain memoranda, which included 
Mr. Clay’s comme nts that the proc eedings had all the elements “‘of a 
national scandal,” accompanying the me morandum in question. 
These vital memoranda were furnished by Mr. Clay 2 days later upon 
introduction of his testimony by Mr. Phillips. 

B. & O. counsel contended before this committee that Mr. Clay 
had withdrawn under cross-examination in the district court all his 
charges of bad faith. They quote certain extracts from Mr. Clay’s 
testimony. These, however, are torn out of context, as a reading of 
the full testimony and supporting exhibits discloses. Mr. Clay stated 
at one point that he was not “charging” any one in the B. & O. 
management with bad faith. His position was that he was testifying 
to facts and that good or bad faith was a conclusion to be drawn by the 
Court from the facts. (See in this respect Provident Mutual Lif 
Ins. Co. v. Church, 9th Circuit, 90 F. 2d 992.) The record clearly 
shows that Mr. Clay maintained to the end his personal conviction 
that the bankruptcy was “fraudulent”’ 

On September 21, 1945, the district court hearings were concluded. 
Briefs were ordered filed, and on November 20, 1945, the court issued 
its decision and opinion, which was written by Judge Chesnut. 


RFC pledges its employees to secrecy 
On September 24, 1945, the following memorandum was privately 


issued by W. W. Sullivan, chief of RFC’s Railroad Division: 
MEMORANDUM FOR RAILROAD DivisION PERSONNEL 


As you know, certain charges have been made regarding the adjustment plan 
of the Baltimore & Ohio, dated September 1944. The position of the RFC was 
criticized by the opponents of the plan and I have been informed that efforts 
will be made to obtain some information from the records of the Railroad Division 
of the RFC in regard to the B. & O. 

Please refer to me any inquiry you may receive from any person, whether he 
be connected with the RFC or from the outside. We must not, under any cir- 
cumstances, release anything to anyone, whether the inquiry is made under the 
guise of friendship or otherwise. 

The parties who have made the charge against us may be unscrupulous and 
will take advantage of any opportunity to gain information. 

Please sign your name below to indicate your understanding. 

W. W. SuLtivan. 


Mr. Sullivan thereafter caused some 36 RFC employees, including 
office boys and stenographers, to sign their names to the above 
memorandum. Certainly the district court was entitled to know the 
“information” which Mr. Sullivan was so zealously guarding, especially 
since the Snodgrass drafts of the RFC letter of April 6, 1944, were 
found in Mr. Sullivan’s files. 

Mr. Sullivan’s memory failed him when he was asked by this com- 
mittee’s chairman to reveal the name of the person who instructed 
him to issue this memorandum. He admitted, however, that it 
was possibly not issued on his own initiative. 
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Judge Chesnut’s pretrial telephone conversation 
Committee counsel, in his opening statement to the committee said: 


With Judge Parker taken out of the case, a new presiding judge was sub- 
stituted in the person of Judge Soper, but Judge Chesnut wrote the court’s 55- 
page opinion. The opinion dealt only in a superficial manner with the charges 
against the Jones group, recalling a similar opinion written by Judge Chesnut 
in 1934, when he failed to consider the merit of the charges against the Van 
Sweringen management of the Alleghany Corp. 

In the Alleghany reorganization case Judge Chesnut restored control of the 
corporation to the Van Sweringen brothers, dismissed all criticism against them, 
only to have a United States Senate committee a year or so later reveal a long 
list of the shocking irregularities whieh have since made the brothers’ names 
notorious in financial! history. 

In the first B. & O. case in 1939 Judge Chesnut also wrote the opinion and 
participated fully in the case despite the fact that he owned bonds of B. & O. 
affected by the reorganization plan and voted those bonds in favor of the plan 
before the case came into his court. Before trying that case, he sold his bonds 
and filed a statement with the clerk of the court telling of his action, but notice 
was not sent to the affected bondholders. In that case he also found that B. & O. 
would be able to meet its RFC debts in 1944 when they matured and would not 
be in need of a second bankruptcy proceeding, a finding which is in conflict with 
his finding in the present case. 

His —— in the present case carefully omits any mention of the mem- 
oranda above quoted, which were prepared and supported by the oath of the 
general solicitor of the B. & O. The same memoranda reveal that prior to the 
filing of the case in his court, Vice President Snodgrass of B. & O. called Judge 
Chesnut on the telephone and obtained from him a statement that the judge 
would not be bound by the record made before him in the previous proceeding in 
1939. Many months after the trial of the present case, Judge Chesnut confirmed 
upon challenge that he had a telephone conversation with Snodgrass, prior to 
trial, in which the latter asked a ad he would be embarrassed by the filing of 
the ease. To this question, Judge Chesnut said he answered, ‘‘No.”’ 

The unusual character of this case and its treatment in the courts barely 
scratches the surface of the record. 


With respect to the pretrial conversation above quoted, Senator 
MeCarthy observed: 

That was an important issue , an issue raised by the interveners, this 

question of whether or not the judge would be bound by the 1939 ruling, it seems 


unusual that one of the parties wor uld call him on the phone and get his predecision 
on that important point. * * 


Canon 3 of the Canons of Ethics of the American Bar Association 
reads: 

\ lawyer should not communicate or argue privately with the judge as to the 
merits of a pending cause, and he deserves rebuke and denunciation for any device 
or attempt to gain from a judge special personal consideration as a favor. 

Mr. Snoparass, it is clear obtained a private pretrial adjudication 
of, to use Senator McCarthy’s words, ‘‘an important issue” in the 

case. It is difficult to see how the merits of this issue, having once 
been decided by Judge Chesnut in the absence of the opposing parties 
and prior to trial could thereafter be fairly determined in open court. 


B. & O. delays applying for the final decree 


Although the district court had expedited the issuance of its decision 
by publishing it only 17 days after the filing of the answering briefs 
and by not requiring oral argument from the parties, for some unex- 
plained reason the B. & O. delayed its action in applying for and 
settling the final decree. Hearings on the settlement of the decree 
were not held until Mar. 12, 1946, almost 4 months after the issuance 
of the decision. This contrasted with what was done in the previous 
B. & O. case in which the opinion was issued on October 9, 1939, and 
the final decree settled and signed on November 8, 1939. 
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Both RFC and B. & O. claim that if petitions for writs of certiorari 
and for rehearing had not been filed in the Supreme Court, the RFC 
would have been able to sell at par prior to the break in the bond 
market of late 1946, the bonds it is to receive under the plan. This 
argument is specious. If the decree had been promptly applied for 
by B. & O., the petitions in the Supreme Court would probably have 
been disposed of before the summer of 1946. Furthermore, RFC 
made no attempt to sell new bonds on a when-issued basis. Actually 
RFC appears to have missed its market due to its own mistakes in 
judgments, and to B. & O’s delay in applying for the decree, and not 
because opposing creditors resorted to their statutory rights of seeking 
a review of the trial court’s decision. 

On March 13, 1946, the district court issued its final decree approy- 
ing the plan. Thereafter, two petitions were filed in the Supreme 
Court of the United States for writs of certiorari to review the district 
court record and decree, one by Randolph Phillips and one by Jane 
Crozier et al. On May 28, 1946, the RFC, which had filed no brief 
in the district court, filed in the Supreme Court a memorandum in 
opposition of the petitions. Interestingly enough, the Solicitor 
General of the United States, now the junior Senator from Rhode 
Island, refused to sign his name to RFC’s memorandum, which there- 
fore carried only the signatures of John D. Goodloe and W. Meade 
Fletcher, as RFC’s general counsel and chief railroad counsel, respec- 
tively. No copy of the RFC memorandum—which alleged that 
RFC’s new bonds would be “readily salable to private investors,”’ 
and that RFC had acted as ‘‘a careful lender’’ in its dealings with 
B. & O.—was served on opposing parties until June 4, 1946. 

On June 10, 1946, before the petitioners had had time to reply to 
the RFC memorandum, the Supreme Court denied the applications 
for writs of cert iorarl. 

On July 5, 1946, a petition for rehearing of the Supreme Court’s 
denial was filed by Randolph Phillips. This was denied on October 
14, 1946. 

B. & O.’s tar credit 

At the hearings in March 1946, before the district court on the 
decree, testimony was taken on the question of B. & O.’s ability as of 
that time to meet or reduce its RFC loans. In that connection, the 
following testimony by J. J. Ekin, B. & O.’s vice president in charge of 
accounting, was given: 

Q. So that in effect you are the expected recipient of further refunds under the 
excess-profits-tax law, are you not? 

A No; I don’t think we are. We have very carefully studied that. The carry- 
back position is not the same as the carry-forward position. 

Y * * * * * 

Q. Is it your testimony that you know of no items of net assets which will 
result or which may result in an increase in the present current asset position of 
the Baltimore & Ohio Railroad? 

A. Ddenog FS? 

The 1946 Annual Report of the B. & QO. to its stockholders includes 
the following statement at page 4: 


Tax AccRUALS 


The credit of $338,529 in tax accruals is the result of an adjustment of Federal 
income and excess-profits taxes paid in previous years. The law provides for the 


carry-back of operating loss in 1946 and a recomputation of income and excess- 
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profits taxes of prior years. Since the operations of the company in 1946 resulted 
in a loss, a carry-back tax credit of $20,148,000 is claimed. * 


_ It would appear therefore that the district court was misled in this 
important matter. 


B. & O. removes the record from the Supreme Court 


A month or so after denial of the petition of B. & O.’s objecting 
creditors for a rehearing, B. & O.’s counsel filed an application in the 
Supreme Court for the return to the district court of the certified 
record filed in the court by Randolph Phillips. The application was 
signed by Edward H. Burgess, B. & O.’s new general counsel, but Mr. 
Burgess told this committee that, ‘‘Personally, I do not know that such 
an application was made,”’ and, “TI personally did not make the appli- 
cation.”” It appears that the present General Solicitor Baukhages 
made the application, dated November 11, 1946, an excerpt from 
which follows: 


APPLICATION FOR RETURN OF RECORD TO DISTRICT COURT 
To the honorable the Carer Justice OF THE UNITED STATES: 


Now comes the Baltimore & Ohio Railroad Co., respondent in these causes, 
and respectfully shows: 


* * * * * + * 
The record herein, as certified by the clerk of the district court, is a complete 


transcript of the evidence and proceedings before the district court, including 
all testimony and exhibits received by the district court. 

No copies of certain of the exhibits were available for certification by the 
clerk of the district court and upon a showing to the district court that the work 
of preparing copies would be a task of considerable magnitude the district court 
entered an order (its order No. 6: R. 2046), a true copy whereof is hereto attached 
and made a part hereof, directing its clerk to transmit to the Clerk of this Court 
the originals of those exhibits. In each case the other exhibits certified by the 
district court clerk are copies furnished by respondent or one of the petitioners, 
and in many cases no other copies remain available. 

* * * * + * * 

Wherefore, respondent prays that the Clerk of this Court be directed to return 

to the clerk of the district court the entire record as certified by the clerk of the 


district court. 

The words “entire record”’ in the last line should be noted. 

Some months earlier, on April 30, 1946, the district court had before 
sending the record of the proceeding to the Supreme Court, issued 
an order requiring— 

The clerk of this court, in certifying the record herein at the request of any 
party in connection with an application for the issuance by the Supreme Court 
of the United States of a writ of certiorari, shall transmit to the Clerk of the 
Supreme Court the originals of petitioner’s exhibits 54 to 63, inclusive, and 100. 
The order went on to prescribe that the district court clerk should 
request the Clerk of the Supreme Court to return these exhibits 
when the proceedings in the Supreme Court were completed. Since 
this order requested the return from the Supreme Court of only the 
11 original exhibits in the record certified to the Court, and since it 
was these exhibits in which B. & O. was supposedly interested, the 
question arises why B. & O.’s application to the Supreme Court 
should have asked for the return of the entire record rather than 
these 11 specific exhibits. The answer is revealed by the following 
memorandum dated December 2, 1946, found in B. & ©.’s files and 
signed “‘B”’, which Mr. Baukhages identified as his signature: 
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The record that is certified to the Supreme Court by the clerk of the district 
court will be returned to his custody except for exhibits Nos. 54 to 63, inclusive, 
and 100 of which there are no duplicates. The district court now has two com- 
plete sets of the record. He is personally agreeable to turning one of those over 
to us, but suggests we should proceed by an application to the district court, 
designed to obtain the release, not the record certified to the Supreme Court 
and returned to him, but of the original record of the district court. 

If such an application is filed, it would require us to seek leave to substitute 
the certified record for the original record. I said to Mr. Zimmerman, the clerk, 
that we would proceed in this way at some convenient future time when we had 
other matters to bring to the court’s attention. 


This makes clear the misleading character of the application filed 
by B. & O. in the Supreme Court, and that the purpose of the applica- 
tion was “to obtain the release not of the record certified in the 
Supreme Court and returned to the district court clerk, but of the 
original record of the district court.’ 

The following memorandum to President White by Vice President 
Snodgrass, dated Baltimore, November 25, 1946, is revealing: 

I am sure you will be interested in knowing that the record which was sent 
to the Supreme Court in connection with the Phillips application has been re- 


turned to the clerk of the court here, pursuant to an order issued by Chief Justice 
Vinson. There is, therefore, no record in the Supreme Court on which anyone 


could proceed. 

Or as general solicitor Baukhages testified before this committee, 
“T had a prime desire that there be an end to the harassing litigation.” 
An attempt to obtain a review of a trial court’s actions can hardly be 
considered “harassing litigation.”” The above memorandum and 
testimony exposes that the real reason behind the application to the 
Supreme Court may well have been to remove the basis “on which 
anvone could proceed” in that Court. 

Chief Justice Vinson, needless to say, signed the order without any 
knowledge of the manner in which he had been imposed upon. As 
Mr. Baukhages admitted before this committee, “Il would imagine 
that the Chief Justice thought it was a routine thing, and acted 
accordingly.” 

Committee counsel, however, stated that the clerk of the district 
court told him, “I do not remember any record being sent back from 
the Supreme Court, and it surprised me.”’ 

In April 1947 the record was subpenaed by this committee from 
the district court in Baltimore. 

The fact of Colonel Anderson’s resignation was not made known to 
the district court at the July 1945 hearings and for obvious reasons. 
Colonel Anderson’s statement that the expectations of 1939 had been 
“more than realized’’ differs in the extreme from the testimony of 
B. & O. officials before the court and this committee. It is note- 
worthy that the views of B. & O.’s chief counsel at the 1939 hearings 
should be so much in contrast with theirs. The two chief parties to 
the 1939 court proceeding were B. & O. and RFC. It is also note- 
worthy that chief counsel for each of these parties during these 
proceedings, Mr. Anderson and Mr. Clay, both agree about the lack 
of necessity for a second bankruptcy petition in 1944. 


The hearings before the ICC 


On December 4, 1944, the B. & O. filed its petition with the ICC 
as required by chapter 15. Hearings were thereafter held before 
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examiners of the Commission. This record has been incorporated 
in our record. 

The Commission did not have the benefit of the evidence developed 
later before the district court and of the further evidence presented 
to this committee. The ICC in its report accepted uncritically the 
B. & O. story of inability to meet the RFC debts as related by Mr. 
Snodgrass. 

B. & O.’s erroneous statements to the ICC and RFC 

Under section 5 of the RFC Act it was necessary for B. & O. to 
secure ICC approval of the “purchase”’ by RFC of the new collateral 
trust bonds to be issued to it under the plan in exchange for its present 
debts. By separate application dated January 3, 1945 this approval 
was sought by Mr. Snodgrass on behalf of B. & O. 

The following sworn statement by Vice President Snodgrass appears 
at page 4 of the original application to RFC as filed in ICC Finance 
Docket No. 14806: 


No part of the moneys necessary to refund the notes of this company presently 
held by your Corporation can be see¢ured from any other source.! 


At the hearings before this committee the following exchange oc- 
curred between the chairman and W. W. Sullivan, Chief of the Rail- 
road Division of the RFC, with respect to this sworn statement: 


The CHarrMan. * * * Are you familiar with that? 

Mr. Sunuivan. Why, that is a requirement that is provided either in the RFC 
Act or in our circular with regard to the filing of applications. 

The CuatrRMAn. It is not a pro forma statement, is it? 

Mr. Suuurvan. It is a requirement. 

The CHAIRMAN. It is a requirement. It means just what it says 

Mr. Suuuivan. Yes. 

The CHarrRMAN. Before you answer the next question I want to remind you 
carefully again that you are under oath. I will repeat what I just read: Remem- 
ber this is made in an application filed January 2, 1945. The quotation is: ‘‘No 
part of the moneys necessary to refund the notes of this company presently held 
by your Corporation can be secured from any other source. 

Now, Mr. Sullivan, was that sworn statement, to the best of Mr. Sullivan’s 
knowledge, information, and belief, a completely true, accurate and honest 
statement? 

Mr. Suttivan. No part of the money? No part would mean $5. 

The CuarrMAn. I did not ask you to qualify it. I am asking you if that isa 
true statement. 

Mr. Sutiivan. To that extent it is not true. 

The CHarrMan. To the extent of $5 it is not true? Will you answer the 
question, kindly, and I repeat it? It says: ‘“‘No part of the moneys necessary to 
refund the notes of this company presently held by your Corporation can be 
secured from any other source.’”’ There is a dogmatic statement, finality, period. 
Now, here is the question again to you, sir: To the best of your knowledge, 
information, and belief, is that a complately true, accurate, and honest statement? 

Mr. SuLuivan. It is not, if it means the $80,000, 000. If it means only a small 
part of the $80,000,000, why itis not true * * 

The CHAIRMAN. One more question. Could fide B. & QO. in your judgment, 
have paid $1,000,000 in January 1945, when this application was filed with the 
RFC? 

Mr. Suuiivan. Paid $1,000,000 in 1945? 

The CHAIRMAN. Yes. 

Mr. Sutiivan. I would say they could have paid $1,000,000. 

The CuatrmMan. How much further would you go? Could thay have paid 
$2,000,000? 

Mr. Suuiivan. I would not want to go too high, to bring me up even to ten. 
But I do not know that I care to go that high. 


does it not? 


’ 


1 “Refund” as defined by Webster includes the following meanings, ‘‘to fund again or renew; to replace 
(a fund or loan) by a new fund; as to refund a railroad loan.”’ 
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The CHAIRMAN. You would go only as high as $1,000,000? 

Mr. Suuuivan. I would say $1,000,000, and I do not know how much more, 
without a careful study of their requirements. 

Baltimore & Ohio Director J. Hamilton Cheston, vice president of 
the Philadelphia Savings Fund, also admitted in testimony before the 
committee that 


we could have paid several millions of dollars, I do not dispute that * * * 


of the RFC debts in 1944. Such testimony from Mr. Sullivan and 
Director Cheston would indicate that Mr. Snodgrass’ sworn statement 
was false by at least $2,000,000 and probably much more. 

Actually the statement was erroneous by tens of millions of dollars. 
This finding is made only after due deliberation and consideration of 
the following facts: 

On January 24, 1945, Oliver E. Sweet, Director of ICC’s Bureau 
of Finance, wrote Vice President Snodgrass a request for 
a forecast of B. & O. receipts and disbursements for each month of 1945, and the 
resulting cash on hand as of the end of each month. 

On February 3, 1945, Mr. Snodgrass supplied the requested tab- 
ulation in the form of a schedule dated February 1, 1945, and headed, 
“The Baltimore & Ohio Railroad Co., estimated receipts and dis- 
bursements, February 1 to December 31, inclusive, 1945.”’ 

The estimate of receipts proceeds on the theory— 

Mr. Snodgrass wrote Director Sweet on February 3, 1945 
that the volume of business will be approximately 8 percent less than last year, 


The total estimated cash and United States Government securities 
on hand at the respective month ends as estimated in this schedule 
and as actually reported for February to December 1945, inclusive, 
follows: 


Month end Estimated Actual Month end Estimated Actual 
1945 1945—Continued 

February $45, 732, 000 $68, 481, 000 August $40, 613, 000 $85, 092, 000 
March 33, 355, 000 64, 663, 000 September a 35. 349, 000 83, 409, 000 
April 27, 240, 000 57. 408, 000 October 40, 214, 000 84, 987, 000 
May 35, 211. 000 68, 074, 000 November 30, 770, 000 87, 022, 000 
June 31, 378, 000 65, 140, 000 December 34, 911, 000 84, 481, 000 
July 37, 837. 000 74, 983, 000 


[t will be observed that the estimate went “‘sour’’ in the very first 
month, that is, was short of the actual figures, by approximately 
$22,700,000; at the second month end, by $31,200,000; the third, by 
$30,200,000; and so on to a maximum shortage of $49,500,000 by 
December 31, 1945. 

B. & O.’s treasurer, Jenkins, who prepared the estimate at Vice 
President Snodgrass’ direction, explained that unforeseeable tax adjust- 
ments threw the December figures out by $7,932,000. If this figure 
is eliminated the shortage at December 31 is only $41,600,000, but 
even this total is almost 120 percent more than the estimated figure. 
The discrepancy is so high as to cast doubt about the integrity of the 
original figures. 

It seems incredible that an honest estimate by experienced personne] 
could be in error by so huge a sum as $22,700,000 within 27 days of the 
date on which it was made, as happened with the February figures. 
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This shortage or underestimate amounts to approximately 50 percent 
of the estimated February 28, 1945, total as reported by Vice President 
Snodgrass. A financial vice president is presumably a financial ex- 
pert, as is a great railroad system’s treasurer. It is extremely diffi- 
cult to believe that errors of 50 percent in 27 days’ time occur easily in 
corporations which are as experienced as railroads in gaging receipts 
and expenditures. 

B. & O.’s officials urged in testimony before the committee that the 
end of the war against Germany was expected when they made the 
estimates and that therefore they estimated conservatively. This is 
a plausible defense, but an interoffice memorandum from Treasurer 
Jenkins to Vice President Snodgrass, dated September 7, 1946, ex- 
plains the discrepancies somewhat differently. This shows that of 
$25,600,000 excess of actual receipts over the estimate, $15,000,000 is 
“accounted for by the fact that the United States Government re- 
duced their indebtedness” to B. & O. from January 31, 1945, to Decem- 
ber 31, 1945, and that “this reduction was not anticipated when our 
estimate was made.’ This explanation was completely omitted by 
Treasurer Jenkins when he testified before the committee. At that 
time his memorandum had not been placed in the record by the 
chairman. Another $5,400,000 of the excess was accounted for in 
the interoffice memorandum as “excess cash remitted by S. I. R. T. 
Railway Co. for credit of their settlement account.” This company 
is a wholly owned subsidiary of B. & O., which therefore was in control 
of the timing of this remittance. The same is true of the $15,000,000 
Government indebtedness. B. & O. did not have to wait a year for 
payment of this indebtedness. Immediately upon presentation, it 
and other railroads were entitled to immediate payment of their 
claims. (See title 49, U.S. Code, sec. 66, 54 Stat. 955.) All through 
1944 and 1945 the War Department was paying railroad claims within 
15 days of presentation. ‘Thus some $20,400,000 of the discrepancy 
between the estimate and the actual receipts is accounted for not by 
the collapse of Germany, expected or otherwise, but by two payments 
wholly or in large part within B. & O.’s own control. 

The above payments account for $20,400,000 of the maximum 
underestimate of $49,500,000. B. & O. explains another $7,900,000 
of this sum as due to the nonpayment in December 1945 of the De- 
cember installment of the 1944 income tax that resulted from the ac- 
celerated amortization of equipment permitted by the special procla- 
mation of the President following the end of the war with Japan. 
This is a proper explanation. Yet it does not explain the maximum 
underestimate reached prior to December 1945, that of $48,000,000 
at the end of September. The Jenkins memorandum ov erlooks this 
difficulty. The only other item explained by Jenkins as contributing 
to the shortage is ‘‘overestimate of drafts for traffic, etc., $7,816,423.” 
It appears therefore that the Treasurer overestimated his disburse- 
ments and underestimated his receipts. Generally it would seem 
natural for receipts and disbursements to increase or decrease simul- 
taneously. To estimate they would move in opposite directions 
seems most unusual. In this case both estimates tended to minimize 
the actual and prospective resources of the B. & QO. and thus served 
to justify the profession of bankruptcy. 

It is noted that Mr. Snodgrass testified with respect to the 1945 
estimate that “I will take full credit and responsibility for it.” Mr. 
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Snodgrass is not an accountant, yet he gave some accounting inter- 
pretations of balance sheets, working capital, and the receipts-disburse- 
ment schedules which baffled members of this committee with legal 
and business experience in such matters. 

Mr. Snodgrass’ accounting testimony: 


Senator McCarruy. I do not understand this bookkeeping at all. 

Mr. SnNopcrass. I do not think anyone that has talked about it up to now has. 

In that there would be, this not broken down as between wages and audited 
accounts, so I cannot give you the division. In it there would be at least three or 
four million dollars of wage vouchers, you see. 

Senator McCarrny. Yes. 

Mr. Snoperass. You see the way we would do that 

Senator McCarrny. You have those included here? 

Mr. Snopoerass. Yes. 

Senator McCarruy. That is on both of your sheets. 

Mr. Snopcrass. Then there would be maybe some interest coupon in that that 
had not been presented. 

Senator McCarruy. Have you that on this sheet also? 

Mr. Snoporass. We assume in this that they are going to all be paid and pre- 
sented. In life they were not presented, and that is where your figures are 
different 

Senator McCarruy. Is there any conceivable reason why your accounting 
department should be off 10 percent in the estimated payroll for a month after it 
had started? 

Mr. Snoperass. Well, they were not off in the estimates of payroll, but they 
cannot guess, and no one can guess how many of the checks that they issue are 
going to be presented in the month for payment. 

Senator McCarrny. Is there any reason for their being off $1,000,000 in 
that? 

Mr. Snopcrass. No. In how many checks will be presented, ves, they could 
be off $5,000,000 in that easily. 

Senator FLANDERS. Is that very irregular? 

Mr. Snoperass. Beg pardon? 

Senator FrLANpeERs. Is that very irregular so that you cannot predict it? 
That does not sound reasonable to me. 

Mr. SnoperRass. You can predict the actual payroll, but you have to guess, 
Senator, at the number of checks that are going to be presented during the 
month. A lot of them are issued right near the last day, and they will not be 
presented probably until the first or second of the month. 

Senator FLANDERS. You have no experience which enables vou to estimate that? 

Mr. Snoperass. Yes, oh, yes; but this statement from which the Senator is 
talking, Senator, proceeds on the theory that the minute a check is issued, 
presented for payment. In actual fact it is not 

Senator McCarruy. I think we will let your bookkeeping go, Mr. Snodgrass. 

Mr. Snoparass. I would like to have the record clear that I do not know any 
bookkeeping. 


is 


The application to the RFC of January 3, 1945, was misleading in 
other respects. It proceeded on the allegation that B. & O. must 
continue to own 6,553 shares of the capital stock of the Southwestern 
Construction Co. which was pledged as collateral to the RFC loan. 
This stock had a market value of $1,575 a share, or $10,320,000 for 
the block, as of December 26, 1944. Speaking of this stock and other 
holdings of B. & O., counsel for the company stated in its brief filed 
in the district court: 


Unquestionably, these stocks in petitioner’s ownership, represent the value 
ascribed to them. * * * (The brief then quoted) the witness Snodgrass’ 
statement that they are ‘‘to put it simply, part of the operating arrangement of 
the system, which are not for sale.” 

But, finally, there is in law a compelling reason why the value of the Reading, 
Western Maryland, and Southwestern Construction stocks cannot be cited in 
support of the argument that petitioner was and is able to meet its 1944 maturities 
The argument necessarily envisions their sale, and the consequent disruption of 
petitioner’s railroad system. 
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Such an alarming presentation, based on sworn testimony of 
President White and Vice President Snodgrass, naturally convinced 
the court, as it had earlier the ICC. However, insofar as it referred 
to stock of the Southwestern Construction Co., B. & O.’s own files 
reveal its untruth. 

The following is an extract from the March 23, 1942, minutes of 
B. & O.’s executive committee: 

It was suggested that if the sale of this company’s holdings of Southwestern 
Construction Co. stock was consummated it might be possible out of the proceeds 
of this sale to buy in or make offer for some of the notes and extend the balance 
which would enable us to buy the $13,000,000 of notes held by the Reconstruction 
Finance Corporation. However, the first thing to know would be whether the 
Reconstruction Finance Corporation would be willing to let the proceeds of sale 
of the Southwestern Construction Co. stock be used for the purchase of the notes 
and it was decided to obtain their views concerning the matter. 

This minute shows the availability for sale by B. & O. of the South- 
western stock as early as 1942, and contradicts the testimony of the 
B. & O. witnesses before the court. Depending on the foregoing testi- 
mony and argument before it the court found that “‘it is of the utmost 
importance to the integrity of the B. & O. system that these stocks be 
held by the B. & O. Their holding is highly important as the basis 
for important railroad operating arrangements between the B. & O. 
* * * and the Southern Railway.” Yet no such considerations 
were expressed at the meeting of the executive committee, as re- 
flected in the minutes. Implicit in the expressions therein reported 
is the fact of the salability and feasibility of such sale. Obviously, 
such a sale could not have been considered by the directors if it in 
fact involved a threat to “the integrity of the B. & O. system.”’ 
Unfortunately, neither the ICC nor the court knew of the above 
minute before their actions on B. & O.’s petitions. 


” 


Alteration of the April 21, 1943 minute on “‘working capital” 

There exists in B. & O.’s files a certified copy of an “Extract from the 
minutes of the meeting of the president and board of directors, held 
in New York, Wednesday, April 21, 1943.” This certified copy of 
the minutes is enclosed with and clipped together with a letter from 
Treasurer Jenkins to Vice President Snodgrass dated December 8, 
1943. The copy is certified by George F. May, then secretary of 
B. & O., whose signature appears thereon, and is stamped with the 
seal of the B. & O. Co. 


IV. THE PERSONS INJURED BY THE RFC AND B. & O.’S ACTIONS 


1. The present position of the RFC 

At the time of the hearings before this committee, the RFC was 
currently proposing to receive from the B. & O. collateral trust bonds 
in the face amount of more than $80,000,000, maturing in 1965 in 
settlement of its notes of the same amount against the B. & O. Rail- 
road Co. which came due in 1944. These bonds were to be secured 
by the collateral currently held by the RFC as security for its notes 
and were in effect extensions by the RFC of the notes which it has 
held from the B. & O. for a period of more than 10 vears. Indeed the 
oldest of these notes dates back to 1932 and is now 15 years old. 
Under the contemplated arrangement the RFC is likely to be holding 
B. & O. obligations for another 20 years, so that what was intended as 
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a temporary commitment by RFC in 1932 may have a life of at least 
a third of a century. 

The prospect of RFC’s being able to dispose of the collateral trust 
bonds which B. & O. is proposing to sell it is an uncertain one. Charles 
B. Henderson, who retired in April 1947 as Chairman of RFC after a 
tenture of 5 years, testified to this committee that the bonds were now 
not salable and that RFC was faced with the problem of having to 
deal with a “frozen loan.’ His testimony was corroborated by 
W. W. Sullivan, Chief of RFC’s Railroad Division. In addition, 
J. N. Nicely, Vice President of the Guaranty Trust Co. of New York, 
and one of the witnesses called to testify before this committee as a 
financial expert, made it clear that in his opinion RFC would havea 
very real problem in disposing of the proposed B. & O. collateral trust 
bonds: 


Senator FuLsricur. If it was a good deal for the B. & O., I do not quite under- 
stand why this RFC loan as it now stands under this reorganization is not a salable 
loan, and why it is not better than it appears to be. Is the RFC the only one in 
that reorganization that did not benefit its position? 

Mr. Nicety. The RFC loan, Senator, is based as far as its value is concerned 
on the underlying collateral that it has, and that collateral consists principally of 
these refunding bonds, 102,000,000 of them I think. These refunding bonds were 
all quoted over par in May of 1946, and if you look in the paper this morning, you 
will see they are quoted in the high fifties and the low sixties. That is a very 
severe deterioration. 

* * 1K * * * 

Senator Futspricur. Well, this paragraph of this letter says, ‘“The market or 
appraised value of the collateral was $152,000,000."" That is what I cannot 
understand, for an $80,000,000 principal, if the collateral is the market value of 
$152,000,000 why that loan is not salable. 

Mr. Nicery. I do not know who made the appraisals. 

Senator Futsricur. This is made by Mr. Goodloe, who wrote the letter. 

Mr. Nicety. A skeptical buyer may not agree with him. 

Senator Futsricut. This is the letter the chairman just read to you, but there 
is still nearly 189 percent. Yet, they all insist this is a frozen loan and it is not 
salable. I take it that they mean that your bank would not touch it? 

Mr. Nicety. Please bear in mind that by ‘“‘salable’’—I think now they are 
talking about a sale to bond investors. 


Mr. Nicely then went on to remark: 


If I were a director of the B. & O., which I am not, that just as soon as the 
market freshened up here, I would certainly encourage the RFC to sell this issue. 
I mean this, I assume that you can believe that no opportunity is going to be lost 
to place this issue, if it is placeable. [Italics supplied. | 

The implication of these last words must be an uncomfortable one 
for those concerned with the protection of the Government’s invest- 
ment in the Baltimore & Ohio Railroad Co. 

The quality of the collateral trust bonds which the RFC is proposing 
to receive can be judged from a letter written to the chairman of 
this committee by Mr. John D. Goodloe, Chairman of RFC, dated 
May 13, 1947. In this letter Mr. Goodloe informed the committee 
that since July 1, 1946, the collateral held by the RFC has decreased 
in value from 260 percent of the face amount of the loan to 189 percent 
of that amount on May 1, 1947. 

On June 15, 1938, the market value of the collateral was only 
$52,000,000, or less than 65 percent of the present face value of the 
RFC loans. There is no assurance that the collateral will not again 
deteriorate in value toward this low figure. 
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As already indicated above in the quotation from Mr. Nicely’s 
testimony (page —). The RFC’s present valuation of this collateral 
is subject to some question on the part of skeptical and hardheaded 
dealers in securities. As Mr. Nicely brought out the collateral held 
by the RFC is volatile and subject to rapid deterioration in a declining 
market. The proof of this fact is in the fall in value already suffered 
by the Baltimore & Ohio refunding bonds which comprised — per- 
cent of the total collateral held by RFC and intended to secure 
the proposed collateral trust bonds. These bonds have fallen from 
about par in the summer of 1946 to middle fifties on May 24, 1947. 
The market price of these bonds ranged between 20 and 30 during 
the years 1938-42 is a warning of the risks to which RFC is exposed 
if it accepts the proposed collateral trust bonds and holds them, as 
it apparently must, for an indefinite period. 

If RFC persists in accepting the proposed collateral trust bonds, it 
will have no recourse against the B. & O. for its loss should it sell 
these bonds below their face amount. This point was brought out 
in the following exchange: 

Senator Futsricut. If they should sell them today, just supposing, I realize 
they will not, and there was a deficit of $10,000,000, would B. & QO. be liable for 
that $10,000,000? 

Mr. Snopcrass. No, no. 

Senator Futsricutr. They have no recourse? 

Mr. SNopcrRass. None whatever. 

Senator FuLsricutr. Beyond the collateral. 

Mr. Snopcrass. Beyond the bonds, just the same as if I bought the bonds today 
on the market and sold them tomorrow at a loss (transcript of hearings, May 22, 
1947, vol. 1, p. 62). 

RFC’s rights on the notes which it presently holds are such that it 
would have recourse against the B. & O. should it decide to levy on 
the collateral securing these notes and realize from the collateral an 
amount less than the amount owed it by the railroad company. 
If, however, RFC persists in accepting the proposed collateral trust 
bonds it will not have that same right of recourse against B. & O. unless 
it holds the bonds until their maturity in 1965, or until there is a 
default on the issue which will allow it to exercise the right to levy 
on the collateral underlying the bonds. 

In contrast to its rights under the present notes, RFC will not 
under the proposed collateral trust bond indenture have the right to 
demand that B. & O. add to the collateral held by RFC as security 
for its loan. The provision allowing RFC to require additional 
collateral is a standard one for notes given RFC by its borrowers and 
considering the nature of the « ‘ollateral which it holds from the B. & O., 
and would hold under the proposed collateral trust bonds, should have 
been retained by RFC for its protection. 

RFC will also forego, if it accepts these collateral trust bonds, the 
right which it now has under the 1944 note agreements to demand 
payment from B. & O. against the principal amount of the B. & O. 
loan. As a holder of the proposed collateral trust bonds RFC will 
have the right to receive only $400,000 a year from B. & O. to apply 
against the $800,000,000 face amount of the debt. At this rate of 
payment the B. & O. debt to RFC will be reduced by slightly less than 
10 percent by the year 1965, when the collateral trust bonds mature, 
and RFC will be unable to make demands on the B. & O. for any 
part of the B. & O.’s large war earnings as is possible so long as RFC 
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holds the 1944 notes. This state of affairs was brought out during 
the hearings before this committee: 


Senator Futrricutr. Well, but the RFC ean look directly to the B. & O. 
They are not restricted solely to the realization of their loan out of these stocks if 
they are a creditor, so if the B. & O. is in better shape, they can pay the debt 
regardless of what the stocks are worth. 

Mr. Cray. If they can under the plan, but I think if you inquire into it under 
the plan, the working capital is frozen so it cannot be applied to the RFC debt, 
even if they may have $50,000,000. 

Senator Futrricut. I see, they cannot pay the RFC. 

Mr. Cuiay. Yes; they can only pay the RFC a proportionate part under certain 
nominal sinking funds, that is out of earnings, earnings after the plan is effected. 


Senator Futrricur. Then you think that RFC is in a very poor position; that 
is vour view now? 


Mr. Cray. I think if the plan goes through, they put themselves in the position 
where they can say, well, we cannot in good faith to our other security holders use 
this cash or bonds we have accumulated to pay the RFC (transcript of hearings, 
April 29, 1947, vol. 3, p. 405, 406). 

As a holder of the proposed collateral trust bonds RFC will also no 
longer enjoy, as it does on the 1944 notes, the right to supervise the 
management of the Baltimore & Ohio at least in matters of salaries 
paid its officers. It will also presumably give up that special position 
whatever it was—which enabled Mr. Jones to install Stewart Mac- 
Donald on the board of the B. & O. as indicated in Mr. MacDonald’s 
testimony (transcript of hearing April 11, 1947, vol. 2, p. 202). 

To summarize, the present position of the RFC is that of a creditor 
which is about to accept reorganization securities which are not cur- 
rently salable, or salable in the foreseeable future, and which are 
vulnerable to any fits of weakness suffered by the securities markets. 
The new bonds are moreover not protected in certain important re- 
spects to the same degree as the notes held by RFC which matured in 
1944. It should be added that, according to the testimony of RFC 
witnesses before this committee, RFC had no offers to buy these 
bonds on a ‘‘when issued”’ basis even during the phenomenally strong 
market of 1945-46. 

Witnesses John Goodloe, W. W. Sullivan, and C. B. Henderson of 
the RFC; and R. B. White and R. L. Snodgrass of the B. & O. have 
testified before this committee that RFC’s creditor position has been 
strengthened or improved by reason of the eve nts leading up to the 
filing of B. & O.’s bankruptcy petition on July 2, 1945, and the district 
court’s subsequent approval - the 1944 Saaeoe plan. The 


reasoning of these witnesses is fallacious, and their conclusion in- 
correct. 
RFC’s creditor position has been measurably impaired by (1) its 


acquiescence in the diversion of $31,500,000 of B. & O. war + iente 
to purchase of bonds maturing in the years 1948 to 2,000 instead of 
to payment of the 1944 maturities; (2) its failure to require that an 
aliquot portion of the $34,904,000 used to retire the secured notes due 
August 1, 1944 be applied to retirement of its own holdings in the 
amount of $13,490,000 of these notes; (3) by the failure to require 
the : application to reduction of its loans of moneys realizable by sale 
of some $12,000,000 in prior lien bonds, bonds held in B. & O.’s 
treasury prior to cancellation in 1944; (4) by loss of its right to de- 
mand additional collateral for its loans; and (5) by its failure to take 
advantage of favorable market conditions prevailing in 1945 and 1946 
for sale of the underlying collateral to the extent necessary to reduce 
or pay off its loans. 
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RFC owns $13,490,000 of secured notes that were due August 1, 
1944. In addition, public owners held $36,510,000 of these notes. 
Security for these notes consists of a first lien on a large block of 
B. & O. refunding and general mortgage bonds, and on stocks of the 
Reading Co. REC, with the public note holders, held a first lien at 
all times on this collateral. In 1943 and 1944 the B. & O. retired 
$36,510,000 of the publicly-held notes by a cash outlay of $34,900,000. 
Thus RFC obtained an undivided first lien on the collateral securities. 
RFC surrendered, however, its right to an aliquot portion of the 
$34,904,000, which portion roughly was $9,423,000, or approximately 
27 percent, based on the ratio of RFC notes to the total notes out- 
standing. 

Had the $34,900,000 in cash been applied pro rata to the entire 
issue of $50,000,000 in outstanding notes, the following reduction would 
have resulted: 
3efore use of $34,900,000 cash: 

Notes owned by public : ; $36, 510, 000 
Notes owned by RFC 2 ..-. 13,490, 000 


Total ‘ oo : 50, 000, 000 


After pro rata use of ecash:! 
Notes owned by public m Me 11, 033, 000 
Notes owned by RFC ! E t, 067, 000 
OO So 25. ; : sine calebactnies 15, 100, 000 
! Assuming par was paid for notes. Actually the publicly-held notes were acquired at a discount of 


about $1,600,000 


Had the $11,033,000 of publicly-held notes been paid off out of the 
$31,500,000 diverted to post-1944 maturities, RFC would then have 
obtained an undivided first lien against all of the collateral, as it has 
today, but in addition its total loan would have been reduced $9,423,000 
more than it is today. {Italics supplied.] 

In addition, RFC’s ratio of collateral security would have been 
measurably improved since the same collateral would have been 
outstanding against a smaller loan. 

Insofar as the $72,000,000 RFC notes due November 8, 1944, were 
concerned, RFC had an undivided first lien on certain collateral and 
a second lien on the collateral securing the $50,000,000 note issue due 
August 1, 1944. Had all of the $31,500,000 diverted to post-1944 
maturities been applied to the 1944 maturities, the result would have 
been as follows: 

After fund diversion 


Market value 


ea a ate ci Collaters 
Total RFC loans outstanding of collateral ollateral 


securities ! coverage 

Percent 
$82,000,000 $164, 000, 000 200 
$82,000,000 123, 000, 000 150 
$82,000,000 41, 000, 000 5 
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Without fund diversion 


Market value 


r PO Collater 
rotal RFC loans outstanding of collateral — ul 
} coverage 
securities 
Pe 

$50,500,000 $164, 000, 000 324 
$50,500,000 128, 000, 000 243 
$50, 500,000 41, 000, 000 R1 


Che market values of collateral are arbitrary figures and are used in order to illustrate the changes in tl 
ratio of the debt to the collateral calculating the collateral at various price levels 


These test figures plainly demonstrate that RFC’s collateral posi- 
tion was weakened and impaired from 31 to 124 percent by the fund 
diversions, rather than improved or strengthened as claimed by the 
B. & O.-RFC witnesses. 


3. RFC’s discriminatory policy mn favor of B. & O. 

Information presented by the RFC to this committee at its request 
showed that there were 62 railroad loans outstanding from 1939 to 
1947 in the amount of $664,000,000. Approximately $520,000,000, 
or 80 percent, of this total has been paid off to date. Only 7 percent 
of the B. & O. loan has been paid off, in contrast to the 61 other 
railroad loans, 41 of which have been paid off in full. 

Disregarding 17 small loans now outstanding amounting to $10,- 
000,000 or less, the other loans of RFC that have not been paid off 
in full have been reduced 40 to 80 percent. Thus the B. & O. with 
the highest net profits in its 120-year history, has the lowest repay- 
ment record of any major railroad owing money to the RFC. 

Contrary to the impression which counsel for B. & O. attempted 
to give this committee, a large part of the payments on RFC loans 
by railroads have been in the form of direct repayment by the debtor 
rather than through liquidation by RFC of collateral or securities 
received in reorganization. For example, the Illinois Central, South- 
ern, and Southern Pacific all had large loans from RFC. None of 
these companies has been reorganized. In each instance the company 
has paid in full its debt to RFC. The totals of the loans and the 
amount of direct repayment from the carrier is as follows: 


Reductior 


rotal loan by repa 
mer 
Illinois Central. ........... J $55, 958, 000 $43, 414, 000 
Southern. 48, 614, 204 29, 752, 204 
Southern Pacific... ‘ ‘ : 22. 000, 000 22. 000, 000 


None of the RFC witnesses presented any satisfactory explanation 
for the discrimination in favor of the B. & O., whose loan is the oldest 
and largest outstanding. The record shows, however, that four B. & 
Q. officials had previously been officials of the Federal Loan Adminis- 
tration or of the RFC. This fact also distinguishes the B. & O. 
from the 44 other railroads that were required to reduce their RFC 
loans an average of 80 percent compared to B. & O.’s 7 percent. Few 
former RFC officials are scattered among these companies. The 
B. & O. has the highest concentration of former lending agency 
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officials of any of the borrowing railroads. That RFC in these cir- 
cumstances showed B. & O. the most lenient loan reduction policy of 
all its major railroad borrowers is therefore a fact worthy of note, and 
one which has not been satisfactorily explained. 


4. What RFC’s position should have been 


The present position of RFC as a creditor of the B. & O. Railroad 
Co., would be much easier to understand if there were a prohibition 
in the RFC Act forbidding RFC to accept payments on loans from 
its debtors during their prosperous years. As has already been set 
out, the years after 1938 were years of unexpectedly high earnings 
for B. & O., and the years 1941 through 1944 were the four most 
profitable vears, even after deducting high wartime taxes, in B. & O.’s 
history. During those years B. & O. accumulated great sums of cash 
and increased its working capital far beyond what it had been in even 
the happiest vears of the twenties. As a creditor with more than 
$80,000,000 in notes coming due in 1944, RFC might have been 
expected to make demands on B. & O. for payment from its replen- 
ished treasury, or to have given some sign of interest in having 
B. & O.’s debt to it reduced. 

The simplest course which was open to RFC, if it had desired to 
better its position, was to have B. & O. apply some part of its large 
earnings against the more than $80,000,000 debt. As already related, 
during 1943 and early 1944 B. & O. with the knowledge and approval 
of RFC applied slightly more than $31,000,000 to the purchase of 
B. & O. bonds maturing between the years 1948 and 2000. This 
may have been good business for B. & O. since the bonds were being 
bought at discounts, and the company realized a book profit of about 
$33,000,000 on the transaction for the benefit of the owners of its 
stock. The benefit received from the transaction by the RFC is 
impossible to discover. On the assumption that there is substance 
to the proverb concerning a bird in hand, it appears that RFC in 
allowing the $31,000,000 diversion imprudently failed to use an oppor- 
tunity for reducing its debt to about $53,000,000. 

In addition to the $31,000,000 which B. & O. diverted away from 
RFC, another very large diversion of available assets from RFC took 
place during the year 1944. During that year something more than 
$12,000,000 face amount of B. & O. first mortgage and B. & O. system 
bonds held in the treasury of the company and that of a wholly owned 
subsidiary were canceled without any legal necessity for the action. 
Whatever the advantage to B. & O. viewed in the light of RFC’s 
interest, the cancellation by B. & QO. of its $12,000,000 face amount 
of bonds deprived RFC of perhaps another $10,000,000 which could 
have reduced B. & O’s debt to RFC to approximately $43,000,000. 
[t is obvious that RFC holding its same collateral, would have been 
in a far stronger position with a debt of $43,000,000 than with a debt 
of approximately $84,000,000. 

It should also be noted that during 1942 there was some considera- 
tion given within the B. & O. management to the possibility of selling 
the Southwestern Construction Co.’s stock held by RFC in its col- 
lateral and applying the proceeds to the RFC loan. The liquidation 
of the Southwestern Construction Co.’s stock was, apparently, talked 
and written of as a possibility again very early in 1944. Had the 
Southwestern Construction Co.’s stock been sold as contemplated 
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the collateral held by RFC could have been decreased by the value 
of the stock, but at the same time the B. & O. debt to RFC would 
have been reduced by the $10,000,000 which it was expected the 
Southwestern Construction’s shares would bring. Presumably, the 
sale was not made because the B. & O. found the price suggested by 
the prospective borrower inadequate. Nevertheless, had RFC been 
concerned with reducing the B. & O. debt, it could, so far as appears, 
have cut that debt by another $10,000,000. The effect of such a 
transaction, had it been carried out, would have been to carry the 
B. & O. debt to RFC down to approximately $33,000,000. 

The soundness of these calculations is supported by the testimony 
of R. R. Young, chairman of Chesapeake & Ohio Railroad Co., who 
appeared before this committee on May 5, 1947, and in a prepared 
statement declared that B. & O. had or should have had available to 
meet the RFC debt, as of July 1, 1945, $106,000,000 in cash and 
Governments. In general, Mr. Young’s position was that B. & O. 
could have paid all or any part of its notes to RFC, had it or RFC 
desired such payment. Considering that at the end of July 1945, 
the end of the month during which the first hearings were held on the 
B. & QO. reorganization plan in the United States district court in 
Baltimore, B. & O. had $40,000,000 in cash and $35,000,000 in Gov- 
ernments. Mr. Young’s statement is very persuasive. 

The Young testimony was strongly, almost bitterly, attacked by 
witnesses for B. & O. ‘Their contention was the same as B. & O.’ 
contention in the district court, that B. & O. was unable to spare 
anything from its working capital or quick assets to apply against 
the RFC notes. The bearing on this issue of the suppressed language 
of the minutes of April 21, 1943, has already been discussed. In 
addition to the implications of that language, a witness for RFC 
and a witness for B. & O. both told this committee that B. & O. 


could have paid substantial sums to RFC. W. W. Sullivan told this 
committee, appearing before it on April 29, 1947, that B. & O. could 
have paid RFC m January 1945, from 1 to 10 a dollars in spite 


of Mr. Snodgrass’ sworn stateme nt filed with RFC and ICC on 
January 2, 1945 that: 
nart of the mone necessary to refund the notes of this company pre tly 

ela b vour Corporation ean be se eured from any other source, Prat 
hearings, April 29, 1947, vol. 3, pp. 468, 484.) 

A member of B. & O.’s executive committee, J. H. Cheston, told 
the committee: 

We could have paid several millions of dollars, I do not dispute that, but ir 
my judgment, the collateral that secured the RFC debt would have de pr 
in value instead of appreciating when our pian was announced, because of 
character. Transcript of hearings, May 22, 1947, vol. 1, p. 188. 
The last part of the sentence is not understandable, but the first part 
is clear. From both Mr. Cheston and Mr. Sullivan it is evident that 
a substantial f B. & O’s quick assets could have been devoted 
a substantial amount o -& quick assets could have been devotec 
to iis RFC debt, had it so wished. It seemes fair to conclude that 
without straining, B. & O. could have cut its debt to RFC to about 
$25,000,000, had it chosen to treat first things first, and to meet its 
1944 debt to RFC with the resources it had availabie. 

Had this program been followed, had B. & O. applied to its RFC 
debt the resources which it had, RFC’s claim against B. & O. would 
have been reduced approximately 70 percent. A reduction of 70 
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percent would have been only 10 percent less than the average reduc- 
tion effected by other railroad debtors of RFC during the years since 
1938. This program of dealing with its RFC obligations would not 
have interfered with B. & O.’s handling of the maturity of the 
publicly held secured 4}-percent notes which matured in 1944, 
Much was said before this committee by witnesses for the B. & O. to 
the effect that the course followed by RFC and B. & O. has had the 
effect of improving RFC’s position, especially in the matter of RFC’s 
lien position against the collateral underlying the secured 44-percent 
notes. This issue totaled $50,000,000 face amount, of which RFC, 
held $13,490,000. The remainder of the issue was publicly held. 
The total issue was secured by refunding bonds of the B. & O. and 

- shares of Reading Co. stocks. Against this collateral RFC 
had a first lien as to $13,490,000 and a second lien as to the rest. 
The improvement in RFC’s collateral and lien position, so far as it 
was improved was the result of B. & O.’s paying off the publicly held 
secured notes at or before maturity in August 1944, and these notes 
were met from resources other than those referred to in the preceding 
pages as having been available for the reduction of B. & O.’s debt to 
RFC. 

To summarize once more, B. & O. had at least 40 to 60 million 
dollars in cash or securities which could have been applied by it 
against its 1944 RIC notes. That these assets were applied by 
B. & O. to other uses, more profitable uses for B. & O.’s purposes, 
does not alter the fact that they were available for the reduction of 
the RFC debt, had either party desired to devote them for that 
purpose. Had they been so used, RFC would have been left with a 
claim of $30,000,000 or less against B. & O., secured by collateral 
which would have made its public refunding a vastly easier operation 
than the public refunding of a debt of more than $80,000,000. REFC’s 
failure to protect its own interest appears on the basis of evidence 
before this committee to have been the result of RFC’s carelessness 
and extraordinary complacence in dealing with a B. & O. manage- 
ment which included so many former RFC officials. As Senator 
McCarthy observed at the hearing of May 22, 1947, RFC, having 
placed men with B. & O. appears to have “allowed them to come back 
in and to a very great extent run RFC.” (Transcript, May 22, 1947, 
p. 71.) 

5. Injury to the rights of B. & O.’s junior bondholders 

RFC’s were not the only rights impaired by B. & O.’s second 
reorganization within the space of 6 vears. The rights of the refund- 
ine bonds and the convertible bonds were also affected for the worse. 

The refundihg bonds in 1938 had agreed to have 80 percent of their 
interest made contingent on income until the end of 1946. The 
second reorganization changed that arrangement so that only 60 
percent of the interest on the refunding bonds was contingent, but 
the new arrangement was established not for 7 vears but until the 
maturity of the bonds in 1995 or later, depending on the maturity 


date of the series. At the same time the new reorganization changed 
the refundine’s indenture and bound the refundings to allow B. & O. 
to issue —-———-—— of new bonds with a claim prior to theirs. 


The convertible bonds which had agreed in the 1938 plan to having 
all their interest made contingent on earnings until 1947 got a more 
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severe treatment than the refundings. The maturity of the con- 
vertibles was postponed from 1965 to the year 2010—it should be 
noted that chapter 15 was intended to take care of a “temporary” 
financial embarrassment—and their interest was made contingent on 
earnings till their maturity in the twenty-first century. Though 
their claim to unpaid contingent interest is cumulative, as is that of 
the refunding bonds, neither the convertibles nor the refundings can 
exercise the rights of creditors whose claims are defaulted if B. & O. 
fails to earn and pay contingent interest in any year before the 
maturity dates of the issues. The effect of the plan on the converti- 
bles is to change them into something like a cumulative preferred 
stock issue. However, neither they nor the refundings received com- 
pensation from B. & O.’s stockholders for the rights exacted in the 
chapter 15 proceeding. 

The official B. & O. view before this committee was that, in spite of 
the changes in their contracts, no B. & O. security holders were ad- 
versely affected by the B. & O. reorganization. This attitude con- 
trasts with that of the B. & O. management in 1938 and 1939 when it 
was making much slighter demands on its refunding and convertible 
bonds. The letters sent out at that time by B. & O. representatives 
to the owners of securities whose acceptance of the 1938 plan was 
desired contained many apologies for the demands then being made 
by B. & O. on its creditors. A number of these letters, all typical in 
their language, are printed among the committee’s exhibits. 

Another official B. & O. view in these hearings has been that the 
company’s chapter 15 proceedings could not be regarded as a proceed- 
ing in bankruptey. Considering that chapter 15 is a chapter of oe 
Bankruptcy Act, and was passed by Congress in the exercise of 
bankruptey power, the B. & O. view are little attention. io 
ever, it might be observed that it was only by resort to bankruptev 
legislation enacted by Congress that B. & O. was enabled to bind all 
iis junior creditors with a plan which impaired the rights they had 
enjoyed under their contracts with the company. 


V. LEGAL QUESTIONS—THE RFC ACT 


The questions raised concerning RFC’s conduct in the light of the 
RFC Act have been considered at hearings at which RFC has been 
heard through its present Chairman and former General Counsel, 
Mr. Goodloe, its former Chairman, Mr. Henderson, and the head of 
its Railroad Division, Mr. Sullivan. In addition to this testimony, 
the committee has received from RFC a number of legal memoranda 
prepared by RFC’s present Chief Railroad Counsel, W. M. Fletcher, 
and others. The committee also has before it a number of memoranda 
on these same questions prepared by its own Counsel. 

RFC’s arrangement under B. & O.’s reorganization plan provides 
that RFC “purchase” B. & O.’s new collateral trust bonds, maturing 
in 1965, in the face amount of B. & O.’s debt to RFC on the date of 
the ‘“‘purchase.’’ On the basis of the evidence and arguments 
sented to it, this arrangement involves RFC in violations of the 
commitment and extension sections of its act, as well as of the limit: 
tion which restricts to $100,000,000 loans to any one corporation, | 
affiliates or subsidiaries. 





64 RFC LOANS TO THE BALTIMORE & OHIO RAILROAD 


Section 2 of the RFC Act prohibits the disbursement of money by 
RFC on a commitment which has been outstanding more than a year. 
Mr. Goodloe, in testifying on April 30, 1947, told this committee 
that the date of the commitment under which RFC was to “purchase” 
B. & O.’s collateral trust bonds was September 19, 1944. This com- 
mitment would, consequently, have expired in September 1945, more 
than a year and a half ago. 

It was urged by Arthur Dean, special counsel for B. & O., at the 
hearing on May 23, 1947, that the commitment should be considered 
as being of the date at which the RFC Board had approved the 
B. & O. reorganization plan in April 1945. Since the decree of the 
special Unite .d States District Court of Maryland was signed within a 
year of that date, on March 10, 1946, Mr. Dean argued that the decree, 
so to speak, carried out the commitment and made section 2 of the 
RFC Act inoperative after that date. His theory that the decree 
completed the transaction provided for in B. & O.’s plan does not 
square with the facts. Paragraph 4 of article III of the decree re- 
quires RFC to make a disbursement to B. & O. at a future date in 
return for the B. & O. collateral trust bonds which RFC is to receive. 
In turn, B. & O. is to apply this payment from RFC to satisfy its 
debt to RFC on the notes which matured in 1944. In the circum- 
stances, section 2 of the RFC Act continues to apply to this trans- 
action and prohibits RFC from carrying through. 

As already stated, RFC is proposing to take collateral trust bonds 
from B. & O. which mature in 1965. The legal limit on a maturity of 
an extension of an RFC loan was set in section 3 of the RFC Act, 
amended in 1940, as January 15,1955. In the original correspondence 
between the chairman of this committee and RFC, RFC took the 
position that since the extension was to be cast in the form of a bond 
purchase, the 1955 limitation did not apply. The heart of RFC’s 
contention was that the new collateral trust bonds were entirely dif- 
ferent obligations from the notes which matured in 1944 and could 
not, therefore, be regarded as an extension of those notes. 

Mr. Sullivan, RFC’s leading financial expert on railroad matters, 
could cite to this committee only one difference between the obliga- 
tions presently held by RFC and the proposed collateral trust bonds, 
namely, the provision of the sinking-fund arrangement. Inasmuch 
as the extension section of the RFC Act specifically refers to the use 
of sinking-fund arrangements in connection with extensions, this 
distinction cited by Mr. Sullivan disappears. 

Mr. Goodloe and Mr. Fletcher, the present RFC railroad counsel, 
et a memorandum of differences between the notes presently 
held by RFC and the collateral trust bonds it proposes to accept. 
These Wisin ‘es were analyzed in memoranda by committee counsel, 
which are included in the committee’s record. The Goodloe-Fletcher 
differences on analysis are as negligible as the one offered by Mr. 
Sullivan. 

Mr. Goodloe at his last appearance before this committee showed 
signs of desiring to shift his ground, preferring to drop the argument 
that RFC is buying collateral trust bonds which are “entirely different 


obligations,” as Mr. Henderson had written, and to assert instead 
that RFC had the right to extend any railroad loan to any date it 
might choose. This position is contrary to RFC’s administrative 
practice and would contradict statements in the record of this com- 
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mittee by Mr. Jones, Mr. Henderson, and Mr. Homire, former chief 
railroad counsel for RFC, as well as language of Judge W. Calvin 
Chesnut of the United States District Court of Maryland in his 
opinion in the recent B. & O. reorganization. (63 Fed. Sup. 542, 545). 

RFC’s argument that its extension of the B. & QO. loan in the 
form of a purchase of bonds maturing after 1955 is merely one of a 
series of similar extension transactions was not supported by the 
facts. None of the other transactions cited as a precedent proved to 
be parallel with the proposed arrangement with B. & O. More 
important, the committee is of the opinion that violations of a statute 
in the past cannot establish a precedent for continued violations 
Restrictions of the powers of Government corporations and agencies 
are intended to be observed both in the spirit and the letter. Govern- 
ment officers are meant to approach statutes passed for their guidance 
with intention of obeying rather than evading their terms. 

The committee is also of the opinion that the legality of RFC’s 
extension of the B. & O. debt until 1965 was neither an issue before 
the Special United States District Court not decided by it. 

Though Mr. Goodloe did not testify to the effect that the RFC 
was proposing to violate the limitation with respect to the amount of 
money which could be lent to any one corporate system, namely, a 
corporation, its affiliates and subsidiaries, he has supplied this Com- 
mittee information which establishes that RFC will have violated 
this limitation if it carries through its proposed B. & O. transaction. 

B. & O. presently owes RFC something more than $80,000,000. 
In carrying through the contemplated B. & O. transaction, RFC is 
supposedly bound to comply with the decree of the district court in 
the b. & O. decision, This decree provides that RFC shall first buy 
from B. & O. the issue of new Collate ral a Bonds im the exact 
amount of the present debt owed by B. to RFC and that there- 
after, or immediately after, B. & O. Shall oe the proceeds of this 
sale of bonds to RFC in settlement of the debts which matured in 1944. 

The arithmetic of the transaction is inescapable; at one point in 
time RFC will have owing to it more than $80,000,000 on the notes 
which matured in 1944 and an additional $80,000,000 on the collateral 
trust bonds which it is proposing to take in the B. & O. reorganization. 
This total of $160,000,000 is $60,000,000 above the limit recognized 
by the RFC as the legal limit intended to be imposed by the Congress. 
Although this violation may be characterized as a purely haowaal and 
technical one, it is worthy of note that in carrying through this 
B. & O. transaction RFC should have proposed to put itself in the 
position of violating this limitation on its powers as well as sections 2 
and 3 of its act. 


VI. LEGAL QUESTIONS CHAPTER 15 


The issues raised under Chapter 15 of the Bankruptey Act with re- 


spect to RFC’s conduct are of a fundamental nature. Congress hs as 
alws ays fenced lai the bank: ‘uptcy laws with safe irds to ma! 

certain that debtors should resort to them only in the “most honorable 
circumstances. This care on the part of Congress to prevent the 


abuse of the bankruptcy statutes has been grounded in the knowl- 
edge that a successful proceeding in the bankruptcy courts allows the 
debtor to escape the obligations of his contrac ts, and that such a 


‘ 


Lh 
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alteration of his contracts is a privilege to be exercised only after the 
strictest compliance with the standards specified: by Congress itself. 
A Government agency created by Congress has a special duty to re- 
spect these standards. 
The questions raised with respect to RFC’s conduct are: 
(1) Did RFC enter into a collusive agreement with B. & O. to 
allow it to use chapter 15 of the Bankruptey Act in 1944; and 
(2) Did RFC, as part of that agreement, allow B. & O. to 
manage its affairs in such a way as to enable it to make a plau- 
sible, though specious, allegation of inability ‘‘to meet debts ma- 
tured or about to mature’ as required by chapter 15? 
The question of collusion 

Witnesses for B. & O. testified before this committee in such a way 
as to give the impression that the maturities of B. & O.’s system and 
divisional first mortgage bonds between 1948 and 1951 were relevant 
to the question of its good faith in filing under chapter 15 in 1944 or 
1945. However, it is clear from the opinion addressed to Stewart 
MeDonald on May 9, 1944, by B. & O.’s special counsel for the 1944 
reorganization, Sullivan and Cromwell, that the maturities after 1944 
could not properly be cited as a basis for establishing the jurisdiction 
of the district court. The language of that opinion is as follows: 

If in such a preliminary hearing it developed that your company could by help 

of the Reconstruction Finance Corporation or otherwise have met its 1944 maturi- 
ties without adjustment of other issues, so that the only ‘‘inability’’ related to 
1948 maturities, then the petition would, in our opinion, be dismissed for we 
doubt that the phrase “about to mature” in the McLaughlin Act would in 1945 
be held applicable to maturities as distant as 1948. 
The issue, then, as stated by Sullivan and Cromwell related only to 
B. & O.’s ability to deal with the 1944 maturities to RFC and not to 
any financial problem with which B. & O. would be faced in 1948 or 
later. 

The Sullivan and Cromwell opinion stated the question or issue 
further: 

As to (4), i. e., the inability of your company to meet its debts, matured or 
about to mature, we assume that you would have ascertained and honestly believe 
that the Reconstruction Finance Corporation will not give the facilities necessary 
to meet the 1944 maturities unless in fact there is an extension of the other near 
maturities to a date at least as removed as the extension being granted by the 
Reconstruction Finance Corporation. 

The attitude of the Reconstruction Finance Corporation lies at the foundation 
of the necessary allegation of the petition to the court that the company is ‘unable 
to meet its debts, matured or about to mature.’’ This is a fact which, in our 
opinion, the court could inquire into in its hearing preliminary to entering an 
order approving the petition as properly filed and which it would be apt to go 
into in such a preliminary hearing if it felt that this allegation involved also the 
matter of ‘“‘good faith,’’ as to which the court must be satisfied * * *, 

That Sullivan and Cromwell correctly anticipated the attitude of 
the court is shown by two questions asked during the hearings before 
the United States District Court in Baltimore in July 1945. One 
question was asked by Judge W. Calvin Chesnut, and the other by the 
presiding judge, Judge John J. Parker. Judge Chesnut’s question 
was: 

Now, therefore, the question is, was the action of the RFC in any way induced 
by the desire of the B. & O. Railroad to put through this plan? In other words, 
is it just asympathetie or accommodating position on the part of the RFC, oris it 
an independent position taken by the RFC? 
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Judge Parker’s question was: 


I am impressed by Judge Chesnut’s question and thought it entered into the very 
heart of the case. In other words, the question is this, Was the attitude of the 
RFC taken because the B. & O. Railroad Co. desired to readjust the debt, or was 
the effort of the B. & O. Railroad to readjust its debt caused by the position take 
by the RFC, 

The essential question with wuich they were concerned was whether 
RFC at the prompting of B. & O. and to enable B. & O. to invoke the 
Bankruptcy Act against its 80,000 creditors had “imposed”’ the terms 
which, in theory, forced B. & Q.’s second reorganization in 6 vears. 

The terms which had allegedly forced B. & O.’s reorganization 
were contained in the letter dated April 6, 1944, from RFC Chairman 
Henderson to R. L. Snodgrass, financial vice president of B. & O. 
The letter itself was the document on which the bankruptey court’ 
jurisdiction rested. The essential fact was the origin of the terms of 
that letter. 

A careful study of the RFC and B. & O. files given this committee 
shows that a reorganization under the McLaughlin Act was con- 
sidered within the B. & O. management as early as the beginning of 
1942. There is no sign in the RFC files that the Federal Loan 
Administrator, the RFC Directors or RFC’s operating officials dis- 
cussed or even considered such terms as were contained in the April 6, 
1944, letter at any time before that letter was sent. If the origins of 
an action are to be found in the ideas of the actors, the documentary 
evidence is indisputable that the origins of B. & O.’s reorganization 
were in the minds of the B. & O. management rather than in those o! 
the RFC. The only oral evidence to the contrary given before the 
committee is that of Russell L. Snodgrass. We will discuss later why 
his testimony lacks credibility. 

The first mention of the possibility of using a chapter 15 pro- 
ceeding to deal with B. & O.’s financial problems as they would exist 
in 1944 appears in the minutes of the executive committee of B. & O. 
on March 2, 1942: 

GENERAL FINANCIAL PLAN 


Mr. Traphagen stated with reference to the subject of a financial plan for 1 
B. & O., progress had been made He presente 1 for discussion some of t 
clusions thus far reached as to what might be done with such a plan which in- 


cludes proposed extension of 1944 and 1948 maturities and will probably 
require the reenactment of the so-called Chandler bill or passage of like legisla- 
tion to prevent small minorities from delaying or preventing t! 
a favorable plan. 

There was long and earnest discussion on the subject, and Mr. Traphaget 
agreed to send the President a copy of proposed plan outlined by him for further 
study. 


the consummation of 


Mr. Traphagen wrote an interesting letter in a similar, vein to 
C. M. Clay, then general solicitor of B. & O. some 3 months later. 
In this letter, dated May 20, 1942, Mr. Traphagen wrote that he 
thought B. & O. could deal with its 1944 obligations but that the 
maturity of the 1944 obligations could be used as an opportunity for 
dealing with the problems which would rise when the senior obliga- 


tions of the company began to mature in 1948: 


I do feel that we could probably deal with the maturing notes in 1944 and th 
obligations to the RFC without great difficulty but in 1947 the interest charges 
which are now contingent will again become fixed and in 1948. as stated above 
we have the large maturity represented by the first mortgage 4’s and 5’s It 
my feeling that if we are going to work out a plan of readjustment 
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the B. & O. into condition to face the future with some assurance, the time to deal 
with the security holders is when the road is faced with a problem, and that 
problem, as I see it, is the maturing note issue as well as the RFC obligations 
in 1944. 

Mr. Traphagen’s letter proved to be an uncommonly accurate 
prophecy. ‘The ‘time to deal with the security holders” turned out 
to be 1944 as he suggested in 1942. The B. & O. had tremendous 

‘arnings during the succeeding years but, in spite of its obvious 
shire to deal with the 1944 RFC maturities, made no attempt to 
reduce them. Instead, following the course of action related in part 
IIT above, B. & O. husbanded and safeguarded its 1944 debt to RFC 
and, when the time came, used the maturity of that debt as the excuse 
for a general reorganization. 

The letter of April 6, 1944, from Mr. Henderson to Mr. Snodgrass, 
as already stated, was the letter on which the United States District 
Court at Baltimore depended to establish its jurisdiction in the 
B. & O. reorganization proceeding. Mr. Snodgrass told that court the 
letter had made necessary the reorganization plan and the entire 
chapter 15 proceeding. 

[ts importance was described in much the same way in an RFC 
memorandum dated September 10, 1945, entered in the minutes of the 
corporation on September 11, 1945, and submitted to the district 
court on September 17, 1945: 

In the fourth place the transcript also discloses that the question has been 
raised whether or not this corporation would not modify the conditions stated in 
the chairman’s said letter of April 6, 1944, to the railroad company’s vice president, 
the imposition of which has resulted in the preparation and the filing of the plan 
of adjustment now pending in the United States District Court at Baltimore. 

The theory of the letter, as presented to the district court, was that 
the RFC had independently and of its own will without any prompting 
from B. & O., refused to extend the maturity date of the 1944 notes 
unless B. & O. would arrange the extension of the maturity dates of its 
re _ divisional first mortgage bonds. This extension of 
B. & O.’s senior debt was possible only if B. & O. resorted to the bank- 
rupte, y court and, as the theory ran, RFC was therefore forcing B. & O. 

into reorganization. For RFC to have arrived at the position set out 
in the letter of April 6, 1944, was a very serious matter and one which 
B. & O. would pre ssumab ly regret. It was forcing B. & O. to a second 
reorganization in 6 years and repeated reorganizations are not good 
for a company’s credit. Moreover, the changes to be brought about 
in the reorganization proceedings were to affect the contractual and 
property rights of tens of thousands of B. & O. creditors. The peculiar 
fact of the matter, and a fact not revealed to the court, was that the 
momentous letter of April 6, 1944, from Mr. Henderson to Mr. 
Snodgrass, had been drafted by Mr. Snodgrass himself. 

The letter of April 6, 1944, was written in reply to a letter from 
Mr. Snodgrass to Mr. Henderson, dated March 14, 1944. That 
March letter reads as follows: 


In vour letter of February 19, vou advised that your Corporation would extend 
to a date to be hereafter determined, the $13,490,000 loan to this company which 
matures August 1, 1944 

The ot} er joan to this eompany by vour Corporatio: - in the pres iT YT ri ipal 
amount of $71,073,381, mature November 8, 1944. Will vou piease advise 
whether your Corporation will extend those loans, and if so, for what period of time 
and under what terms and conditions? 


Nahe 
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We believe that a review of our balance sheets, earnings statements, and other 
information regularly supplied to your corporation will show that substantial 
progress has been made toward the working out of this company’s financial prob- 
lems, and we respectfully request an extension of the November 8 maturity it 
order that further steps may be taken to that end Also, since the collateral! 
which will secure the $13,490,000 extended loan wil also secure in part the othe 
loans, We request that all be consolidated and treated as one extended loan. 

Mr. Snodgrass had a first drait of a reply to his own letter prepared 
for the RFC on the following day, and a second draft prepared two 
davs thereafter. 

On March 15, 1944, Mr. Snodgrass met in New York the late 
Frank C. Wright, assistant to Jesse Jones in railroad matters, and 
rave him a first draft of what was to become the crucial Henderson 
letter of April 6, 1944. Two days later on March 17, 1944, Mr. Snod- 
grass sent Mr. Wright a more elaborate draft which was described 
by W. W. Sullivan, Chief of RFC’s Railroad Division, in the course of 
his testimony before this committee on April 29, 1947, as the lette1 
“on which we built the letter of April 6, 1944.” 

Mr. Sullivan went on to testify at the same hearing concerning the 
Snodgrass draft and the letter of April 6, 1944, signed by Mr. Hender- 
son, that 


? ? 


letters now, and I find that there is no substantial d 


I have compared the iwo 


4 ’ 
except in Mr. Snodgrass’ draft he provides as follows: ‘‘Satisfactory modificatio: 
of interest and other charges urged must be simultaneously made.’ He said 
“satisfactory.’’ That could be satisfactory to the B. & O., or satisfactory to the 
insurance group, or anyone. [Italics supplied.] 


However, our letter says it must be satisfactory to the RFC.”’ 


Even Mr. Sullivan’s one exception disappears on closer examinatio} 
of the language of the drafts. 

The drafts of the April 6, 1944, letter prepared by Mr. Snodgrass, 
and the finished letter signed by Mr. Henderson are as follows: 

Mr. Snodgrass’ explanation of his draft letters.—Since the draft letters 
prepared by Mr. Snodgrass were never known to the district court, Mr. 
Snodgrass had no occasion to explain away their significance to the 
judges. He did, however, give this committee an explanation ol 
them in his testimony on May 5, 1947: 


I took to New York with me on March 15 a copy of my letter of March 14, 1944, 
and discussed it with Mr. Wright As I remember it he told me that as to 
exact terms the matter would be discussed with the Railroad Division of the RF¢ 
and later with Mr. Jones, but that their position was, as it had always been, tl 
we had to put our house in order 

Following that diseussion, as I remember it, I prepared at his request the draft 
letter which was read into the record here the other dav and gave } ! 
After I gave him the draft we discussed the matter further and after my retur 
Baltimore I forwarded to him a second draft which likewise was read int 


rec ord here the other dav 
Thereafter I saw Mr. Wright in Washington once and mavbe twice before we 


received the RFC letver of April 6, 1944. | told him that I was concerned abo 
the delav in receivine an answer to the letter of March 14. and he told me tha 
thev had not finallv decided on the conditions that they would impose. The RF¢ 
letter of April 6, 1944, stated those conditions 


1e time Mr. Snod- 
il vil. Al 


On the basis of this testimony, it is clear that at 


{ t] hn 
crass gave his drafts to Mr. Wright, RFC’s terms for extending B. & 
Q.’s 1944 maturities had not become definite. However, recognizing 
the need to establish that B. & O.’s negotiations with RFC were in th 
legal phase, at arms length, and that RFC had decided on something 


at least like the proposal contained in his drafts, Mr. Snodgrass 


oO 
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describes Mr. Wright or RFC as requiring B. & O. “put his house in 
order.”’ The implication of this phrase, as used here and elsewhere 
in the record before this committee, is that by March 15, RFC had 
committed itself to the idea of forcing B. & O. into the bankruptcy 
courts. Unfortunately for Mr. Snodgrass, there is no documentary 
evidence to support this contention. The evidence contradicts his 
assertion and, indeed, his testimony before the district court contra- 
dicts it as well. 

Evidence contradicting Mr. Snodgrass’ erplanation.—Mr. Hender- 
son, the retiring chairman of RFC, testified before this committee on 
April 11, 1947, that as late as Fe ‘bru ary 19, 1944, it was his judgment, 
and presumably the judgment of RF C, that B. & O. was not in need 
of judicial reorganization. On that date he had signed and sent a 
letter to B. & QO. offering to lend it 6% million dollars. RFC under 
its statute had no legal power to make such a loan without a certifica- 
tion by the Interstate Commerce Commission that the borrower 
‘“‘on the basis of present and prospective earnings may reasonably be 
expected to meet its fixed charges without a reduction thereof through 
judicial reorganization.”’ Consequently RFC’s offer of February 19, 
1944, assumed that B. & O. was not in need of a chapter XV proceed- 
ing. The testimony of Mr. Henderson on this point is as follows: 

The CHarrMAN. So it was your judgment as late as February 1944 that the 
B. & O. was not in need of judicial reorganization? 

Mr. HenpeRsSON. Let me see that. 

The CuarrMan. I think you will affirm that. The answer is “‘yes,” is it not? 

Mr. HenpeERSON. Yes. 

The next question put to Mr. Henderson was the obvious one: 


The CHarkRMAN. When did you change your mind and ceme to a different 
conclusion? 
* . * * * * * 


Mr. HeNpERSON. That was later. 


There was no further testimony by Mr. Henderson to assist the 
committee in placing the time at which RFC decided that B. & O. 
needed a second reorganization. There is nothing, however, in the 
files of RFC to indicate that the decision was made until after the 
drafts of RFC’s letter of April 6, 1944, had been prepared and sent 
to RFC by Mr. Snodgrass. 

The testimony of B. & O.’s own president in the district court 
proceeding contradicts Mr. Snodgrass’ story that RFC had deter- 
mined on a B. & O. reorganization before March 15, 1944: 


By Judge PARKER: 


@. Mr. White * * * TIT wish you would tell us in your own way without 
any lestion as to vhen vou found out that this indebtedness could not be 
extended or refunded, t ndebtedness to the RFC, and what you decided to do 
about it, and what was dot , 5 ist go ahead without questions and give us a 


narrative statement of it 
A. We found out definitely, of course, when we had the letter from the RFC 


outlining the terms under which they would extend and then naturally we had 
to determine how we would go about accomplishing that, because that was the 
first obligation that we had to meet, and that was giving us the trouble, and I 
don’t know that I can tell vou exactly when that was, but the date of the letter 
would be pretty close to it. Of course, we had these financial obligations to meet 
and it was apparent to us right along that it was going to be a problem for u: to 
work out, and we were talking about it and discussing it and studving it all the 
time, but the date, vou say when, I think the date of that letter was the first 


definite information we had from the RFC on the question. 
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The letter to which Mr. White referred was, of course, the letter 
of April 6, 1944. It might be pointed out that Mr. White’s infor- 
mation concerning RFC’s state of mind came to him from Mr. Snod- 
grass who, as Mr. White told the district court, talked with him about 
his negotiations with the RFC two or three times a week. 

Examination of B. & O. minute book also fails to hear out the 
story that RFC had determined on a B. & O. reorganization before 
March or even April 1944. The minutes of the executive committee 
meeting of January 10, 1944, read as follows: 

The Chairman asked if Mr. Snodgrass had anything further to report on these 
matters, and he replied that he had had further discussions with the Reconstruc- 
tion Finance Corporation but that no conclusion had so far been reached, 

There is no reference to RFC in the February minutes. The 
minutes for the board meeting of March 15, 1944, show Mr. Snodgrass 
advising the board not that RFC had decided to force a reorganiza- 
tion, but as having decided to lend B. & O. 6% million dollars. The 
inferences as to the state of the RFC mind to be drawn from its offer 
to lend B. & Q. an additional 645 million dollars have already been 
discussed. 

It is interesting that at this same meeting of March 15, 1944, the 
executive committee voted to employ “outside counsel’’ to consider 
“legal questions involved in any recapitalization plan which might be 
undertaken by the company.’ On the basis of the documents, 
B. & O. appears to have been well ahead of RFC on March 15, 1944, 
in thinking about chapter XV and bankruptcy proceedings. 

Mr. Snodgrass’ claim that RFC was committed before April 6, 1944, 
or before March 15, 1944, to having B. & O. ‘‘set its house in order,”’ 
and that his draft letters embodied an understanding already reached 
between RFC and B. & O. is also contradicted by an exchange con- 
cerning the Apri! 16, 1944, letter between him and Judge Parker in 
the July hearings before the district court: 

By Judge Parker: 

Q. Were there any verbal negotiations prior to the writing of that letter? 
\. I had talked with some of the examiners 
Q. Who did vou go to? 


A. W. W. Sullivan, Frank Wright, assistant to the director 


and so on. 


road matters; but those letters are the only official communications. 
q). l understand, but I thought when people handle ma ters of this 1 porta 
they generally handle them p ally rather than by re ynd and 
vou reduce it to corr poncde ive evidence on ti { ul nel i 
A. No. That. ] think, t d in it } 
a dea » with 0 ) | hat ride matt ( 
of d t . Itali ipplied 
By Jud {( HESNUT 
() Vo re » Fi Pe 
. 
\. Yes, I was there 10 y 
! : | SPS . 
On the basis of the testimony and the documents cited this com- 
° : > + 1 x } 
mittee could conclude that the draft letters composed by Mr. Snod- 
‘ . . 4 1 . l : ; ly 
orass tor Mr. Henderson’s signature embodied an agreement alr 1\ 


reached with RFC only if it were disposed to concede ¢ 
7 : . : ‘ 
bility to Mir. Snodgrass as a witness than was warranted by | 


vi 
appearance and testimony before it. At best Nir Snoderass was not 
a candid witness; he was, in fact evasive or worse Vithout stro 
: ; , a eins ‘ 
corroborating evidence of any kind from RFC’s files or witness¢ 


the story presented by Mr. Snodgrass to this committee in an effort 
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to explain away the collusive implications of the draft letters of 
March 15 and March 17, 1944, must be rejected. 

The implications of a collusive bankruptcy to be drawn from these 
drafts cannot be dismissed in the easy way urged by Arthur Dean, 
special counsel for B. & O. His contention was, in effect, that it was 

ywroper for Mr. Snodgrass to prepare Mr. Henderson’s letter because 
Mr. Henderson was too busy himself to attend to his own corre- 
spondence. Mr. Dean appears to have forgot that Mr. Henderson, 
as chairman of RFC, had the benefit of a considerable staff provided 
by congressional appropriation. Mr. Dean also appears to have forgot 
that the letter which Mr. Snodgrass drafted was not a routine every- 
day letter, a letter embodying an ordinary agreement to buy or sell. 
br ut was a letter from an important agency of the Federal Government 

“forcing” the Baltimore and Ohio Railroad Co. into the bankruptey 
courts for the second time in 6 years. Mr. Henderson’s reaction 
when be learned in the course of the hearing of April 11, 1947, before 
this committee that his letter of April 6, 1944, had been drafted by 
\[r. Snodgrass is in the opinion of the committee a correct one; 

The CHarrRMAN. Let me ask vou a more definite question, and it has a punch to 
it. If it develops that one Russell Snodgrass, vice president of the B. & O., sends 
down the form of a letter to Henderson of RFC, for Henderson to write to the 
B. .& O., you would think it was mighty strange, would you not? Would vou 
think it an incongruity? 

Mr. HeNpERSON. Yes, sir. 

Except in the world of friendly receiverships and collusive bank- 
ruptcies, debtors do not draft the fateful letter which forces them into 
reorganization or bankruptcy. 

After a review of the testimony at the hearings and the documents 
in the files presented before this committee, it 1s found that B. & O. 
originated the idea of its present reorganization, persuaded RFC to 
accept the idea sometime before April 6, 1944, and thereby involved 
RFC in a collusive proceeding in bankruptey. 

In fairness to C. B. Henderson, who signed the letter of April 6, 1944, 
as Chairman of RFC, it is found that Mr. Henderson was unaware of 
the origins of the letter which was given him for his signature. 

This report has already dealt, in effect, with the second question 
set out on the first page of this section: 

(2) Did RFC, as part of that agreement, allow B. & O. to manage its affairs 
in such a way as to enablefit to make a plausible, though specious, allegation of 
inability “to meet debts matured or about to mature” as required by chapter 15? 

The answer to this question must be in the affirmative, considering 
the manner in which RFC allowed tens of millions of dollars to be 
diverted by B. & O. from the 1944 maturities, and its extraordinary 
do-nothing policy in dealing with B. & O. at a time it was energetically 
collecting payment in full from most of its major railroad debtors, 
This strange behavior on the part of RFC was considered at the 
hearing on April 11, 1947: 

The CHarrMan. * * * during this period when the B. & O. was enjoying 
these very high earnings, did you or any representative of RFC make an effort 
to get any payments from the B. & O. on that loan? 

Mr. Henverson. I did not 


* * * * “ * * 


The CuatrmMan. Did vou or any of vour associates, to vour knowledge, during 
this period ask the B. & O. to apply any of its very considerable holdings of cash 


\ 


to the reduction of the RFC debt? 
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Mr, Suttivan. Not that I know of. 
The CHatrMan. Did you ever suggest the sale of collateral held by you, and 


the proceeds of the collateral to be applied to the reduction of the loan? 
Mr. Suuitvan, No, sir. 


* * * * “ * * 


The CuartrMan. Did you, during the period from 1940 to 1944, have any appre- 
hensions yourself because you were not able or the RFC was not able to reduce the 
principal amount of the B. & O. loan? 

Mr. Suuxivan. I was not. 

The Cuatrman. You felt perfectly content? 

Mr. SuuiLivan. Yes, sir. 


Apparently the same state of mind carried over to the year 1945 
when B. & O. was filing its petition in bankruptcy and its chapter 15 
proceedings were being heard in the United States district court. In 
spite of the tremendous amounts of quick assets available to B. & O., 
and its unprecedented working capital, RFC made no effort to collect 
anything. As Mr. Young pointed out in his statement, at the end 
of July 1945 B. & O. still had $75,000,000 in cash or cash equivalents, 
even after diverting $31,000,000 to the purchase of bonds maturing 
after 1948 and after buying and canceling unnecessarily $12,000,000 
in face amount of its own senior bonds. It may be that RFC’s 
attitude would have been different had it known of the suppressed 
language of the B. & O. minutes of April 21, 1943, which recited B. & 
O.’s ability to operate with a minimum working capital of about 
$6,000,000. 

The estimate of receipts and disbursements and cash assets for 
the months February through December 1945 filed by Mr. Snodgrass 
with the Interstate Commerce Commission early in February 1945 
was not adapted moreover to helping RFC arrive at an accurate 
view of B. & O.’s capacity to pay on its debts during that year. 
This estimate was made up at the request of the Interstate Com- 
merce Commission, which was then considering B. & O.’s application 
for approval for RFC’s purchase of the new collateral trust bonds 
proposed under B. & O.’s reorganization plan. According to this 
estimate, B. & O. was to have about $37,000,000 in cash and cash 
assets at the end of 1945; in actuality B. & O. had at that year end 
$87,000,000. According to Mr. Sullivan’s testimony before this 
committee on April 29, 1947, he was misled by this extraordinary 
underestimate of B. & O.’s cash position. Presumably, the Inter- 
state Commerce Commission was also misled since it cited the esti- 
mated figures in its report on B. & O.’s application. To the extent 
that the district court relied on the Interstate Commerce Com- 
mission’s opinion, it too was misled. However, to return to RFC, 
by the time B. & O. filed its petition in bankruptey in July 1945, 
RFC had had opportunity to discover that B. & O.’s cash was in- 
creasing rather than falling. Nevertheless, RFC made no demands 
on B. & O. but continued to go along quietly. 

To sum up RFC’s complacency worked an injury not only to itself 
but to other creditors of B. & O. as well. Its carelessness in dealing 
with B. & O. has, as shown in section III, exposed its money to un- 
necessary risks; at the same time its carelessness worked to the detri- 
ment of B. & O.’s junior bondholders whose contracts were seriously 
affected for the worse by B. & O.’s second reorganization. Had RFC 
protected its own interest, B. & O.’s debt to RFC would have been 
reduced by from $40,000,000 to $60,000,000 and the occasion for the 
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petition in bankduptcy, filed by B. & O. on July 2, 1945, very Mealy 
avoided. As it was, it is the opinion of the committee that RFC 
fitted itself into the B. & O.’s scheme of things, allowed B. & O. to 
handle its funds in a way injurious to RFC’s own interest, but neces- 
sary to B. & O.’s plan for a reorganization in 1944, and by this course 
of conduct made itself an accessory before the fact to an unnecessary 
reorganization. 


a 
RFC and the manner in which B. & O.’s reorganization has been con- 
ducted 

The things which compromised the present B. & O. reorganization 
proceeding were of various kinds, but they seem to have had in com- 
mon the purpose of concealing facts which discredited B. & O.’s claim 
to need a reorganization under chapter 15 and to defeat opposition to 
that reorganization. As was brought out at hearings before this com- 
mittee, B. & O. failed to reveal to the district court in July 1945 the 
positions of H. W. Anderson and C. M. Clay with respect to the 1945 
bankruptcy. Both Mr. White and Mr. Snodgrass, as witnesses before 
the district court in July, failed to remember the name of the man who 
had raised the question of the good faith of the bankruptcy which was 
then a principal issue before the court. The language deleted from 
the B. & O. minute of April 21, 1943, was not known to the court and 
in the opinion of this committee could only have been deleted for the 
purpose of misleading that court and possible objectors to the plan 
who might subpena B. & O.’s records. The fact that Mr. Snodgrass 
had drafted the RFC letter of April 6, 1944, was also concealed. B. 
& O.’s treatment of an objector to the plan, Randolph Phillips, was 
also extraordinary to such a degree that it is impossible to find that 
it was proper in a proceeding brought in good faith. The committee 
has, in fact, vet to receive satisfactory explanations from B. &. O. of 
its purpose and methods in securing confidential information about 
Mr. Phillips’ brokerage account and the post-office returns received 
by him from his solicitation of support from B. & O. convertible bond- 
holders. 

The methods used by B. & O. in the district court were duplicated 
in the hearings before this committee. The personal tactics used by 
two B. & O. officers, R. L. Snodgrass, B. & O.’s financial vice president, 
and F. C. Baukhages, its. ge neral solicitor, are without precedent in 
hearings before this committee and probably before any committee 
of the Senate. In mitigation of B. & O.’s responsibility it can be 
said that the company through its spec ial counsel and president 
repudiated these tactics of Mr. Snodgrass and Mr. Baukhages but 
that repudiation came some time after these tactics had been exposed, 

These tactics, it should be said, are, difficult to understand unless 
those officers of the B. & O. who emploved them felt an anxiety which 
would exist only if they were determined to prevent a full and fair 
inquiry into the origins of B. & O.’s present reorganization. 


VII. RECOMMENDATION 


The record before this committee should be referred to the Depart- 
ment of Justice. 


CuarLtes W. Tosry, Chairman. 
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